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EXTENSION OF THE RENEGOTIATION ACT 


TUESDAY, JULY 29, 1958 


House or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEANS, 


Washington, D.C. 


The committee met at 10 a. m., pursuant to notice, in the committee 
hearing room, House Office Building, Hon. Wilbur D. Mills (chair- 
man) presiding. 

The CHarrMan. The committee will come to order. 

Our hearings today are devoted to the question of the extension of 
the Renegotiation Act. Our first witness is Hon. Robert Dechert, 
General Counsel of the Department of Defense. 


STATEMENT OF HON. ROBERT DECHERT, GENERAL COUNSEL OF 
THE DEPARTMENT OF DEFENSE 


Mr. Decuert. My name is Robert Dechert. I am General Coun- 
sel of the Department of Defense. I apologize for the short timing 
between my reaching here and the start of the hearing. I had to 
appear before the Armed Forces Policy Council in connection with 
the various steps that have to be taken by the Department of Defense 
under the space bill which is now before the President for signature. 
I thought we had allowed just enough time to reach here before your 
committee met. 

The CuarrMan. You are recognized, Mr. Dechert. 

Mr. Decuert. I have a prepared statement, and I shall also be 
glad to answer any questions that may arise. Shall I read the pre- 
pared statement first? It is brief. 

I appreciate this opportunity to appear before you today in sup- 
port of H. R. 11749 and H. R. 11750, which are identical bills to 
extend the Renegotiation Act of 1951 for 2 years. 

As you know, in 1956 the Renegotiation Act of 1951 was extended 
for 2 years through December 31, 1958, by Public Law 870 of the 
84th Congress. This year the President in his budget message to 
the Congress recommended that the Renegotiation Act be further 
extended. On March 12, 1958, proposed legislation to extend the 
Renegotiation Act for 2 additional years through December 31, 1960, 
was submitted to the Congress by the Secretary of Defense. Subse- 
quent to this submission H. R. 11749 and H. R. 11750 were introduced. 

In his letter of March 12, 1958, to the presiding officers of the two 
Houses, the Secretary of Defense stated that there continue to exist 
substantially the same reasons which made necessary the passage of 
the original act and the extensions of that act by the Congress since 
1951. Present conditions reemphasized that necessity. The rate of 
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expenditures by the Department of Defense alone is a measure of the 
continuing need for the renegotiation power. a 

In fiscal year 1951 Department of Defense expenditures for military 
functions were approximately $19.7 billion. In fiscal year 1956 these 
expenditures were approximately $35.8 billion. They increased to 
$39 billion for fiscal year 1958. The estimate for fiscal year 1959 1s 
$40.5 billion. Approximately half of each of the above-mentioned 
amounts comprises expenditures for the procurement of goods and 
services. 

Defense procurement programs at current high levels involve seri- 
ous pricing problems. While the Department of Defense has pro- 
vided its contracting personnel with considerable means of dealing 
with cost uncertainties even in cases of new and experimental prod- 
ucts, there remain areas in which only renegotiation can be fully 
effective to assure that the Government obtains what it needs for 
defense without paying excessive profits. 

With the rapid technological improvements in defense weapons 
which we are witnessing today—and I need only point out as ex- 
amples recent developments in the aircraft, missile, and space fields— 
past production and cost experience is not necessarily satisfactory 
for forecasting and for avoiding excessive profits. Often it is im- 
possible for the Government to determine when a procurement con- 
tract is made what constitutes a fair price and for the supplier to 
forecast accurately his costs. Moreover, because of limited sources of 
supply and the experimental nature of the work in many cases, there 
are situations in which the Government is unable to obtain the price 
benefits that would normally accrue from competition among 
suppliers. 

As noted by this committee in its recommendation of the 1956 
extension of the act, experience has proved that statutory renegotia- 
tion is an effective method of insuring against excessive profits, par- 
ticularly where volume is abnormal. The mere existence of renego- 
tiation has a salutary effect in contract pricing. Thus it has proved 
particularly effective in the subcontracting areas, where maintenance 
of controls to prevent excessive profits is extremely difficult. In con- 
sideration of the very large percentage of dollars which are involved 
in the subcontracting areas, for this reason alone renegotiation seems 
particularly desirable and necessary. 

In our efforts to maintain and to increase our defense readiness, 
the Department of Defense and other agencies of the Government 
concerned with national defense have been engaged in greatly ex- 
panded procurement programs, which are expected to continue for 
the indefinite future. So long as these programs and the defense ex- 
penditures resulting therefrom continue at the present rate, we must 
do everything in our power to see to it that the maximum return is 
received by the United States for each dollar spent. Extension of the 
Renegotiation Act of 1951 is an important step in achieving this 
objective. 

efore concluding my statement, I want to mention the fact that in 
our discussions with industry on this legislation there has been indi- 
cated a keen interest in an amendment to the act which would permit 
appeals from decisions of the Tax Court in renegotiation cases to the 
United States Court of Appeals for the several circuits. While we 
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initially had doubts as to the wisdom of such an amendment, which 
has been considered and rejected on previous occasions, the question 
has been discussed with other interested agencies and it now appears 
that there would be no objection on the part of the executive branch 
to such an amendment, which we now join in recommending. How- 
ever, it is the only amendment to the act, other than its extension 
through December 31, 1960, which we recommend at this time. 

The CuarrMAn. Mr. Dechert, we thank you, sir, for your state- 
ment. Are there any questions? 

Mr. Forand will inquire. 

Mr. Foranp. Mr. Dechert, I realize the necessity for this type of 
law, and I am wondering if we could provide that its termination date 
would not again come in an election year. We have so many laws 
expiring in an election year that we are crowded and many times 
we don’t have an opportunity to give full consideration to them. Sup- 
pose we extended this bill for 1 year. What would you say to that? 

Mr. Decuert. My answer to that, sir, is this: May I make a little 
complicated answer, because I want to describe the background ? 

Mr. Foranp. Answer in your own way. 

Mr. Decuert. We have discussed this with many representatives 
of industry and I can speak on behalf of the administration to say 
that we join with representatives of industry in asking that the next 
Congress reconsider this whole question, even though the act has been 
extended for 2 years. We don’t indicate that we have any doubt 
about our position in opposition to the other proposals, but we do 
believe that the whole subject needs a thorough exploration, because 
of the extent of feeling that has been expressed along different lines by 
a great many people. 

Therefore, the initial answer I make to your question is that we do 
hope that the Congress will take this up for further consideration in 
the next session, even though the act has been extended 2 years. 

However, to answer your question directly, after stating that back- 
ground, it is my hope that if the very wise suggestion that you make is 
to be adopted we ought to extend the act for 3 years rather than 1 year, 
subject to the understanding I mentioned that the next Congress will 
take up the whole subject, regardless of such extension. We are caught, 
as you know, in situations like that of this year, when there is an in- 
ability to have matters considered by committees that have enormously 
heavy responsibilities. Whether the adjournment date is going to be 
August 9, as has been suggested for this year, or even August 25, 
as it was last year, there often isn’t time to have these things consid- 
ered adequately. 

This matter has been before the Congress since March 12, 1958. We 
have already faced the fact that the last extension of title I] of the 
first War Powers Act ran out on June 30, and another committee, the 
Judiciary Committee of the House, has recommended—and there 1s on 
the calendar of the House itself today—a proposal to extend certain 
of those powers for any period of national emergency—powers that 
are deemed most necessary. 

But last year we ran up against the fact that the effective period of 
that act terminated, as a result of which we had in interim during 
which we couldn’t make certain important contracts. We have an 
interim in that field again this year, since June 30. 
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I would be afraid, if we had extension of the Renegotiation Act 
for only 1 year, conditions that we cannot now foresee might put us up 
against the same situation next year toward the end of the session. 

Therefore, taking into consideration the wisdom of your basic sug- 
gestion, I would like to make the extension for 3 years, but again a 
ject to the understanding of the administration that we want this 
matter to be fully reviewed next year, even though there has been a 
3-year extension. 

Mr. Foranp. I think the committee ought to give serious thought 
to this proposal, especially in view of this fact, which is in agree- 
ment with what I have just said, that we don’t have the time to give 
it proper consideration. It is just jammed in here. If we are going 
to look at it again next year, I would see nothing wrong with ex- 
tending it for 1 year. If we have to go beyond 2 years I don’t think 
I would want to go beyond June 30, 1961. 

Mr. Decuert. That would be perfectly all right, I believe. 

Mr. Foranp. Either cut you down 1 year, or give you an additional 
6 months, but I will bring that up in the executive sessions and I 
hope the committee will give it some thought. 

hank you very much. 

The Cuarrman. Mr. Reed will inquire. 

Mr. Reep. Mr. Dechert, as I understand it in the first instance, this 
renegotiation came about in this way: While the Government was 
in the rush of the First World War and the Second World War we 
entered into contracts and they were entered into in a great hurry and 
they had no way of knowing exactly what the costs might be. They 
would have a manufacturer make something for $1, and they would 
find that it would cost only a few cents when they got into production. 

That was the reason why renegotiation was enacted; was it not? 

Mr. Decuert. I believe that was not the sole reason, sir. I think 
the primary reason was that so many of the things that had been 
ordered during the period you mentioned, sir, and at the present time, 
are of the kind as to which you can’t tell in advance what the costs 
will be. Many of them are ordered in small quantities at the start, 
and then the later orders run up into very large quantities. I think 
the basic cause is not, as you indicated, the matter of haste in making 
the contracts. 

The difficulty which gives rise to the necessity of renegotiation is 
the complete inability to make such accurate forecasts of costs as will 
enable the Government contracting officers to protect the interests 
of the Government. 

Mr. Reep. That is exactly what I had in mind. That is what you 
stated: that you couldn’t estimate the costs when you got into mass 
production ; wasn’t that true? 

Mr. Decuert. I think the difficulty is not one of time, sir, but the 
fact that you can’t tell, until the contract is substantially completed 
or completed, what the costs are going to be. 

Mr. Reep. Thank you very much. 

The Cuarrman. Mr. King will inquire. 

Mr. Kine. Mr. Chairman, I merely wanted to compliment Mr. 
Dechert for at least not opposing one of my amendments which 
provides that appeals may be taken from the Tax Court to the court 
of appeals. 
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Mr. Decuert. We joined in recommending it, sir. 

Mr. Kine. You weren’t unhappy joining in such a move? were 
you? 

’ Mr. Decuert. No, sir. 

There is only one other field in which the Tax Court has final juris- 
diction, and that has to do with certain excess profits provisions under 
the Internal Revenue Code. _Ithink the major justification which has 
been stated for giving the Tax Court final jurisdiction in Renegotia- 
tion Act cases was that this was the kind of matter that would pecul- 
iarly require people who had a good deal of experience, and that such 
experience might not exist in the number of different circuit courts of 
appeal. 

I myself think that this is not a complete answer when you are deal- 
ing with the necessity of establising legal principles. Therefore, I 
think that what I have stated as to appeals is a wise decision, and the 
administration has joined in it. 

Mr. Kine. What was your attitude, Mr. Dechert, with respect. to the 
administrative procedures provisions being made applicable to pro- 
ceedings of the Renogtiation Board ? 

Mr. Decuerr. We are completely opposed to that, sir. It is an un- 
derstandable suggestion, and one that appeals to lawyers in general. 
The basic question is why this type of case shouldn’t be handled like 
any other adversary proceeding, with a complete record made from 
the beginning, and with lawyers on both sides being employed to carry 
ona trial just as one would in a courtroom case. But I think there are 
many adequate answers to that proposal in the form in which it has 
been presented. 

The first answer is, I think, that the type of proceeding which I have 
just envisioned is already available for every company whose contracts 
have ben subjected to renegotiation, because the present law which we 
suggested extending gives any such company the rights to go from the 
Renegotiation Saat to the Tax Court and to start all over again 
there. In doing so, the company does have that kind of a record built 
up on an adversary basis such as that I have just described. Now there 
will be added an appeal from that Tax Court proceeding, if our rec- 
ommendations are carried through. 

The reasons why it seems better to stick to the present provisions than 
to carry out the idea which you have suggested, for understandable 
reasons seems to me to be several. In the first place, the language in 
your bill, sir, indicates that there will be two of these complete trials. 
Your bill doesn’t eliminate the complete de novo trial in the Tax Court. 
That duplication seems to me very wasteful, but, of course, that objec- 
tion might be remedied by you by an amendment to your proposal. 
A much stronger reason, it seems to me, is the fact that en renegotia- 
tion processes have been handled apparently to the satisfaction of 
over 90 percent of the companies who have been subjected to them, on 
an across-the-table businessman’s approach, using the information fur- 
nished in each case by the company which is subject to renegotiation. 

This has meant a Seana, and a full and fair discussion across 
the table, under rules laid down by the law, as supplemented by the 
Board’s regulations. This plan has produced results within 2 years, 
whereas the average Tax Court case lasts 5% years. The present prac- 
tice has produced a means of certainty for the company involved, in a 
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relatively short time, and on a businesslike basis, eliminating to a con- 
siderable degree the services of lawyers, and eliminating vast expenses 
in the procedural matters. 

These and other reasons which Mr. Coggeshall can describe more 
fully seem to me to indicate that this is a place where the previous 
Congresses which have considered this matter have been wise in saying 
that it is better to continue the type of businessman’s approach that 
has heretofore existed than to create another set of trials, with every- 
thing that goes along with a formal trial. 

Mr. Kine. Do you think it would further complicate an already 
rather soniietieeted process ¢ 

Mr. Decuert. Yes, sir. 

+7 Kine. And in your opinion it would not add anything to either 
side 

Mr. Decuert. I agree; yes, sir. 

Mr. Kine. Thank you very much. 

The Cuarrman. Mr. Simpson will inquire. 

Mr. Srmpson. Mr. Dechert, you are making a good argument to do 
away with lawyers and bidding, as I see it, and to sit across the table 
and do it that way. 

Mr. Decuerrt. I didn’t understand your last words. 

Mr. Srwpson. To do away with the bidding and just sit across the 
table and work out these bids after the fact. Do you advocate that as 
a system of doing business ¢ 

r. Decuert. No, sir. 

Mr. Simpson. Therefore, you limit it to some area, and what is that 
area ? 

Mr. Decuert. You mean I limit the renegotiation to a certain area / 

Mr. Simpson. Yes. 

Mr. Decuert. I think the areas that are now prescribed in the statute 
are the appropriate areas. 

Mr. Srwrson. Would you mind telling us what they are? I don’t 
know. 

Mr. Decuert. In general, there isa $1 million minimum. There are 
provisions making the act not applicable to standard operations and 
commercial products. 

Mr. Stupson. Are you referring only to items within the Depart- 
ment of Defense ? 

Mr. Decuertr. That is my field of experience, but I think those 
limitations are general. 

Mr. Srupson. Do you wish it to be confined to the Department of 
Defense ? 

Mr. Decuerr. No, sir. There are other Government departments 
which are involved. 

Mr. Srmpson. But maybe they are not all inefficient in preparing 
their bids, and maybe they would prefer to have the items bid on 
beforehand ¢ 

Mr. Decuert. Mr. Simpson, I think that it is not in any respect 
fair to indicate this act is something that results from inefficiency. 

Mr. Stmpson. I think you did say that it wasn’t inefficient. 

Mr. Decuert. There are a vast number of situations where it is 
completely impossible for anyone, contractor or contracting officer, 
to know in advance what the costs are going to be. 








EXTENSION OF THE RENEGOTIATION ACT 7 


Mr. Srupson. Would you like to confine the bill to those areas, 
and why not confine it to those areas? 

Mr. Decuert. Because I think it is impossible to define those areas 
adequately. Those are the areas in which one cannot for sure de- 
termine the cost in advance. The definition presupposes an inability 
to say whether the result will actually fall in that category. You 
take a product which it 1s expected in advance will be made in a 
certain way, and to a certain size, such as the pioneer nuclear war- 
heads being made before 1953. As you know, sir, it was said then 
that it would have taken a rocket as big as the Washington Monu- 
ment to send across the Atlantic Ocean a nuclear warhead of the size 
which is now comparable to those on our ICBM’s. Then about 1953 
came a scientific breakthrough, as a result of which we now have a 
vastly smaller nuclear warhead. 

That kind of a scientific breakthrough during the course of a con- 
tract may upset every possible element of costing in advance. 

Mr. Simpson. Let us confine it to that type of thing, then, and why 
do you wish to argue that it ought to be extended to every item . 
upon which the Department of Defense bids, where the amount. is 
over $1 million? 

Mr. Decuert. Because there is no way, sir, it seems to me, to indi- 
cate or to know in advance which items are going to be subject to such 
things as the nuclear breakthrough, or some other unexpected element. 

Mr. Sumeson. Aren’t there relatively few ? 

Mr. Decuerr. No, sir; I don’t think there are relatively few. 

Mr. Stmpson. How many billion dollars do you anticipate will be 
spent by the Department of Defense? 

Mr. Decuert. About $40 billion. 

Mr. Simpson. How many billions of that come within this area 
where you can’t sit across the table before the contracts are let ? 

Mr. Decuert. Well, I can’t answer that fully. About half of them. 

Mr. Srwpson. You want to apply this law to the whole $40 billion ? 

Mr. Decuert. About half of the money involves contracts and pro- 
curement. We want to say that if in that half there are areas where 
an examination of the situation indicates that excessive profits have 
been earned, then those shall be reclaimed. This we feel is necessary. 

Mr. Srmpson. Every contract for the whole $20 billion which are 
spent on contracts, every contractor has that sort of uncertainty 
hanging over him until the wishes of some 2 or 3 or 4 men in the 
Department of Defense see fit to open up that contract. What I 
want to do is confine it to a narrow area where I recognize there is 
inefficiency or inability—and let me: use that word—to make the 
contract. 

Why don’t you advocate that ? 

Mr. Decuert. Congressman Simpson, your premise, it seems to me, 
had some errors in it. Wein the Department of Defense have noth- 
ing to do with this renegotiation. Earlier it was in fact in the De- 
partment of Defense. Now it is in a board entirely separate from 
the Department of Defense, appointed by the President. But to 
answer the direct question you put, this isn’t a matter of looking 
into inefficiency and that kind of thing. We are dealing with a vast 
oe of matters where it is simply impossible to tell what the cost 
Asis is. 
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Mr. Sumpson. I agree with you in that, but why not confine rene- 
gotiation to that area ? 

Mr. Decuert. In a sense it is confined to that area because of the 
elimination of the standard or commercial products. But the nar- 
rower definition of what I have just said is no better than what we now 
have. If we said in the statute-that it would be applicable to any case 
where the profits were excessive, you couldn’t tell in advance what 
those cases are, and we would have the same situation. 

Mr. Smuupson. You would certify that this is an item upon which we 
can’t get an agreement’ with the contractor, and it is impossible to 
know what the cost will be, and this will be renegotiated. 

On the contrary, you will say with respect to automobiles, for ex- 
ample, it is a standard item and there will be no renegotiation in this 
item, and it seems to me you could simplify this in my opinion and 
justify it better than you can this way. 

Mr. Curtis. Will the gentleman yield / 

That brings up a specific thing. If your criteria were so, why 
wouldn’t you be in favor of eliminating GSA, because GSA is 
supposed to be procuring these standard-type items, and in fact that 
is the breakdown; isn’t it? The military items the military procures 
for itself, and the common-use items go to the GSA to procure for the 
military ¢ 

Mr. Decuert. GSA buys for other agencies, also, and even as to 
some of the items which they purchase, I think it is impossible in 
advance fully to tell the cost elements. The standard items there is no 
trouble with. 

Mr. Curtis. If the gentleman will further yield, this is confined to 
your field, which is military items. The breakdown as to what mili- 
tary or what items the military wants to buy that are procured 
through the services and GSA are the standard nie items; are they 
not ¢ 

So far as you are concerned, the only items they procure for you 
would not meet these criteria you are talking about ? 

Mr. Decuerr. I can’t answer that fully. I know there is before 
Congress now a matter which is not specifically in this field, but GSA 
is dealing with a rate contest and has been totally unable in advance 
to tell what that is going to cost. I think there are a substantial 
number of items that GSA buys for other agencies. 

Mr. Curtis. I am talking about yourself. Let us confine this to 
what you know about your agency. I have tried to point out, I 
believe, that the actual basis upon which GSA procures for the mili- 
tary is on this very basis. If it is a standard item, then the milli- 
tary goes to GSA to procure it. If that is so, it seems to me as far as 
the Department of Defense is concerned I would think they would 
have no objection to that kind of items not being subject to renegotia- 
tion. 

Mr. Decuert. I can’t authoratively answer that question, but it 
seems to me that with respect to items which the GSA buys for the 
military, those items are generally not the kind that are under recon- 
sideration here for renegotiation. If that is wrong, I would like to 
supply the information for the record. But there are, of course, some 
where the cost cannot be told in advance properly. 

I would like to indicate, also, that in the Air Force, for instance, 85 
percent of the total dollars are spent in complex items, and in answer 
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to the questions of both gentlemen, I refer to the new space agency 
which I mentioned at the start of my testimony. We are surely going 
to have that new space agency involved in unusual contracts with little 
advance cost knowledge and of extraordinary variety, all outside of 
the military field. As to such contracts all of the reasons which 
require negotiation for some of our military operatons will equally 
require renegotiation for the new space agency—NASA. 

Mr. Srupson. If it is outside the military field, in the space area 
or something where you can’t get together, why don’t you say, “This 
is one where we are going to renegotiate”? But in another area, where 
the Government buys competitively, why hold a sword of uncertainty 
over the sphere? Why not train your people to bid as outside business 
people do? They can do it more carefully in those areas outside of 
the spaceship and outside of this area where we all admit you have 
no idea what they cost. 

Let us confine renegotiation to that. If I may say, for years now 
we have been told right along that this renegotiation is a thing that 
should be confined, and it would be terminated, as a matter of fact. 
We used to be told that. I think the way to terminate it is to ter- 
minate it as to certain areas but allow you people who are unwilling 
to state that you can make a firm contract to say to the contractor, 
“This will be renegotiated.” 

But in an area where you think that you have made a good deal, 
and where you have had bids and negotiated prices, in those areas 
say to the contractor, “This will not be renegotiated, and the ordinary 
taxing laws will take care of you.” 

Mr. Decuert. May I comment on that ? 

Mr. Stmpson. I hope you will, sir. 

Mr. Decuert. You have brought up several points which I would 
like to mention. It is true that we all mes that renegotiation would 
‘be a thing of the past. We hoped that we would have a peaceful world 
and that we wouldn’t be spending any large fraction of $40 billion for 
war material or be involved in any of the other complicated things 
that result from the cold war. The first extension and the continued 
request for extension of the Renegotiation Act are due to the compli- 
cations of today as compared with the hopes that we had that we 
might revert to a peaceful type of world. 

On your last questions as to why items subject to competitive bids 
shouldnt’ be wholly eliminated and why things such as automobiles 
shouldn’t be wholly eliminated, I think you will find, sir—and Mr. 
Coggeshall can give you more direct information—that a contract 
for this type of item where there has been a relatively standard prod- 
uct—even though not actually standard—or where there has been 
true competition, is not really the thing that is subject. to renegotiation. 

It was suggested in the bill which was introduced yesterday that 
if there have been three competitive bids, such a contract. is outside 
the effect of the Renegotiation Act. Actually in a vast number of 
cases three competitive bids have no more meaning than a single bid, 
because they involve a field that nobody knows very much about. The 
other gentlemen here would know more about this than I do, but the 
manufacture of jet planes which is now going on has involved hun- 
dreds of millions of dollars of research and development money that 
nobody could forecast in advance. 
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Perhaps 3 airplane companies would have given a bid for a certain 
jet plane before there was any of that kind of activity, but those 
competitive bids would not, in my judgment, have been an adequate 
reason to say that the 1 accepted shouldn’t be subject to renegotiation, 
because all 3 would be highly speculative. 

Mr. Stimpson. If I understand, then, Mr. Dechert, you want the 
bill to continue the law with its advantages and disadvantages to 
industry and to the Department, just as it was or has been for the 
past period with the single exception of a right to appeal ? 

Mr. Decuert. We want it to continue the Renegotiation Act dur- 
ing this extra period just as it has been, with the single exception of 
the right to appeal to the courts of appeal of the several circuits. 

Mr. Srmmpson. And you don’t see any justice to those industries 
which allege that they are being hampered by this or treated unfairly 
by renegotiation, and you don’t believe that the courts or the taxing 
laws would be sufficient control ? 

Mr. Decuert. No, we do not believe the taxing laws would be suf- 
ficient to deal with this subject, and we do not beliew that the sug- 
gestions of gross unfairness under the present act that have been 
made can properly be supported when you look at the whole record. 

Mr. Srvpson. Well, now, this unfairness that I hear mentioned 
from time to time arises from the fact that when you sit across this 
table, as you referred to earlier, and you are working things out, there 
is a pretty severe economic hammer held over the head of the busi- 
nessman who is trying to get business with the Government. He is 
threatened politically, perhaps—“You had best go along with us 
or there will be no more contracts.” 

Mr. Decuert. I don’t believe that is a fair statement. 

Mr. Srmpson. If you will let me put it this way, I said “perhaps,” 
and I knew what I was saying. If I were expecting to get some new 
business, and I were confronted with a contract where I was told 
that I had taken more profit than I should have, and it was implied 
I wouldn’t get a new contract without giving into this one, I call that 
economic pressure. 

Mr. Decuert. The concerns which are subject to this renegotiation 
are not in the situation, in my judgment, where that arises. 

Mr. Stmpson. What concerns are not subject to renegotiation ? 

Mr. Decuert. By those subject to renegotiation, I mean those who 
have more than $1 million worth of sales to the Government. The 
record which Mr. Coggeshall will show you as to the leading air- 
frame manufacturers, for instance, indicates that their profits on the 
average have been very substantial, and they have added very greatly 
to their capital funds, and they have profited from Government facil- 
ities and financing. They are among those who have most strongly 
suggested unfairness. 

Mr. Stwpson. When I ask you about these things, you get down to 
specifications, and I am going to agree with you that in certain areas 
I want to renegotiate. But why go to everybody, and why threaten 
everybody with it? 

at is all. 

The Cuarrman. Are there any further questions, or do you want 
to answer Mr. Simpson’s last question. 

Mr. Decuert. Not unless he wants me to do so. 

The Cuarrman. Mr. Curtis will inquire. 
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Mr. Curtis. First, I would like to say that I agree with Mr. Forand’s 
statement about the termination date, and the fact that even though 
we have had a public hearing it is such a complicated area I do not 
believe that we can go too far at this time in doing what should be 
done. In my own judgment, this Renegotiation Act should have 
expired some time ago. 

I think we all agree that the whole purpose, as you have stated in 
your paper, is to see that we get the maximum return for the dollars 
spent. All we are discussing is what procedures will best bring that 
about. It strikes me that the best procedure is to establish formal 
procurement procedures and have it handled with responsibility placed 
upon properly trained personnel. 

The difference, as I see it, between the Renegotiation Act and that 
which occurs in industry in regard to contracts that deal with new 
items, and items that no one can estimate accurately what the costs 
will be, is this: I think you will agree that renegotiation is constantly 
gone on in private industry in contracts, but the difference is whether 
the renegotiations are to be done by the group that is doing the pro- 
curing or whether the renegotiations are going to be done by an 
independent group. Wouldn’t you agree with me on that? 

Mr. Decuert. Yes, sir; and, of course, as I indicated, the Renegotia- 
tion Board is entirely separate from the agencies, and if the contractor 
doesn’t like the results there he goes to the Tax Court and starts 
over again there. 

Mr. Curtis. The point I am raising is this: The Department of 
Defense can supeaile put into any contract a renegotiation clause 
and actually do its own renegotiation. That is what industry does 
in regard to things about which neither the procurer or the supplier 
accurately figure costs. 

There is renegotiation going on constantly in private enterprise. 
The difference is that it is done by the people who are doing the pro- 
curing and the people that are doing the supplying. 

Your Renegotiation Act creates, as you say, a separate body. 

Now, the question I pose is this: What is the matter with a pro- 
cedure, say, of the Air Force, where they have a contract where they 
couldn’t estimate costs accurately, and the supplier agrees with them, 
putting into the cotnract a renegotiation clause and then having the 
appropriate group in the Air Force handle the renegotiations? What 
is the matter with that procedure / 

Mr. Decuert. May | answer that? 

Mr. Curtis. Surely. 

Mr. Decuertr. You speak of putting in a renegotiation clause. I 
take it you are probably referring to what is known as redetermination 
clause in the contract. 

Mr. Curtis. Call it whatever you want. It amounts to renegotia- 
Tron. 

Mr. Decuerr. No, sir; I think the two are different. Action under 
a redetermination clause in a particular contract doesn’t amount 
to renegotiation. The renegotiation clauses—or redetermination 
clauses—which are in contracts have a different sphere of value to 
the Government. The redetermination clause in the contract means 
that at some point along the way toward completion there will be 
another look made. This may be 10 percent along the way, or it may 
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be 30 or 40 or 60 percent along the way. I am told on the average it is 
substantially less than 50 percent along the way. 

Mr. Curtis. What is the matter with that ? 

Mr. Decuert. This is long before the contract is oe It may 
well be that things occur in the latter part which completely upset the 
determinations which would be made by people sitting across the table 

art way through and wondering or guessing what is going to happen 
in the latter stages. 

Mr. Curtis. I don’t want to get into technicalities, because I don’t 
think it has any bearing, but you certainly could put in a redetermina- 
tion or renegotiation clause. Certainly a contractor can put in a 
clause that would be both redetermination and renegotiation if you 
want to question the terminology. So I am proposing that you put 
into your contracts which have this problem of inability to determine 
costs both a redetermination and a renegotiation clause? 

Mr. Decuert. May I answer that? It is several questions in one. 
I gather you now suggest that instead of the redetermination clause 
that we are accustomed to use, we put in a new clause which might be 
called an individual contract renegotiation clause at termination. 

Mr. Curtis. That is what I am suggesting all along, and not just 
now. 

Mr. Decuert. As I see the difficulty with that, they are several fold. 
One is that such a course would mean contract-by-contract action, 
whereas renegotiation now is across the board. 

Mr. Curtis. Wait a minute. Let us stop on that point. It should 
be contract by contract because you have already agreed that these 
kind of contracts that do not include the features of uncertainty of 
cost do not need to be renegotiated, so it should be contract by con- 
tract. That is the very reason I am making the suggestion that that 
would be a better way to proceed. 

Mr. Decuert. I was thinking of a different type of case, as with 
successive contracts for the same products. The first 4 months the 
contractor made a certain number under one contract, and the second 
4 months made a certain number more under another, and so on. It is 
actually of advantage to the contractor often to have this treated on a 
total basis, because he may suffer losses on one and not on the other. 

Mr. Curtis. This would give you complete flexibility. 

Mr. Decuerr. Let me answer another point of your suggestion. 
You are suggesting that each service do its own renegotiating. 

Mr. Curtis. I am talking about each procurement group. 

Mr. Decuert. That variation in practice is one of the things we 
have been trying to get rid of. For example, you know what trouble 
there has been, I am sure, in the Wherry housing field, where we have 
been struggling to have the three services operate on the same principle 
in what is actually a relatively limited field. 

Mr. Curtis. Wait a minute, please, because I can’t follow your 
answers if you start bringing in examples that have no bearing. 

Surely you don’t think that the Wherry housing is an example of 
contracts that should be renegotiated, do you ? 

Mr. Decuert. No, sir; but what I am pointing out is that you 
suggested, I understood, that it would be well to let each of the three 
services do its own renegotiating. 

Mr. Curtis. I suggested that that could be done; yes, sir. 
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Mr. Decuert. That is exactly the type of action that is happening 
in the matter of negotiating for the purchase of Wherry housing and 
it has produced enormous criticism. SL teg{) 

Mr. Curtis. Wait a minute. You don’t have renegotiation in 
those contracts. 

Mr. Decuert. No, but you do have each service negotiating on a 
supposedly uniform basis, and it doesn’t produce uniformity. That 
is what we have been struggling with, as you know. 

Mr. Curtis. No one is suggesting that. I don’t think that you are 
discussing the point and I am not asking for uniformity. Quite the 
contrary, I am saying that those contracts that have these things, 
and I agree there should be renegotiation clauses in certain kinds of 
contracts where you cannot estimate the cost—all I am saying is that 
those clauses be put in those contracts that need it, and leave it to the 
discretion of the procurement group of the agencies if they think it is 
that kind of a contract. 

It would be their responsibility to see to it that there is a clause in 
there to protect them. I have faith in our procurement agencies. 

Mr. Decuert. I was trying to answer your suggestion, which I 
understood was that each service would be allowed to do its own 
renegotiating. Many of the contractors have dealings with all three 
services, and such a course would be, I think, very difficult. 

Mr. Curtis. My suggestion is that there be no Renegotiation Board, 
and that those contracts that need renegotiating clauses contain them, 
and the people who would do the renegotiating would be the very 
people who did the original procuring. 

Mr. Decuert. I am suggesting that within the Department of De- 
fense, sir, that would produce perhaps different types of results, at 
least in the three services, and perhaps many more variations in prac- 
tice. 

Mr. Curtis. There would be three different types of contracts, 
wouldn’t there ¢ 

Mr. Decuert. It might be as to the same type of contract. 

Mr. Curtis. Well, where they are the same type, what would be 
the point of a renegotiation clause? The Army and Navy and Air 
Force aren’t procuring exactly the same kind of airplane that is 
experimental ; are they ? 

Mr. Decuert. No, but they are procuring experimental airplanes, 
and they may all have contracts with the same company. 

Mr. Curtis. I am not going to argue it any further because I think 
that the point I was interested in is made. The very fact that they 
aren’t the same kind of equipment indicates that each contract should 
be on its own bottom. 

So your analogy of the Wherry housing just doesn’t fit this picture. 

Mr. Decuert. But speaking for the administration as a whole, we 
find in various other fields, as I indicated, renegotiation is necessary. 
Prior to the act of 1951, the Defense Department did do its own rene- 
gotiation. This was found not to be fully satisfactory, and the Con- 
gress in 1951 decided to transfer the matter in order that there would 
be uniform treatment. 

Mr. Curtis. I might suggest why it wasn’t satisfactory was because 
most of these were contracts that did not meet the peculiar situation. 
They were common-use items, and they were items that could be pro- 
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cured by bidding, and, of course, renegotiation did not fit the picture. 
Whether the Defense Department did it or the Renegotiation Board 
it would make no difference. 

Mr. Decuert. May I answer that last point ? 

I have here for the fiscal year 1957 figures. In that year about $8 
billion was spent for aircraft. Over $2 billion was spent for missiles, 
and almost $900 million was spent for ships. Of course, many of 
those couldn’t possibly fall in that category. 

Mr. Curtis. Most of them could, and most of them have these 
clauses in them. 

Mr. Decuert. $266 million was spent for combat vehicles, and $124 
million for support vehicles, and so on. 

We find $13,649 million of the total procurement in fiscal year 1957, 
under the heading “Major Procurement and Production,” was in this 
type of item such as those I have mentioned. Therefore, you see 
that the totals for the other area which we have really been dis- 
cussing comes down to a relatively small amount. I haven’t men- 
tioned the total of $1,686,000 for research and development, which 
is, of course, not for standard items. 

Mr. Curtis. I don’t know the point you are driving at, but I want 
to go on to one other matter. 

Mr. Chairman, in yesterday’s Congressional Record, on page 14021, 
there is a statement by Congressman Hill, headed “Small Business 
Handicaps Under the Reisdmatintion Act of 1951, as Amended.” This 
is the statement on behalf of a number of the Congressmen on the 
Select Committee on Small Business of both parties, setting forth the 
difficulties of small business under the Renegotiation Act and it also 
includes a copy of a proposed bill that these same Members of Con- 
gress on the Small Business Committee are recommending. 

I would like, at this point, to have that placed in our hearings, 
and ask just one question. Have you had an opportunity to see that 
statement ? 

Mr. Decuert. Yes, sir. 

The CuamrMan. Without objection that material will appear at this 
point. 

(The statement is as follows :) 


(Congressional Record, July 28, 1958), 


SMALL Business Hanpicaps UNpdER THE RENBGOTIATION Act oF 1951, AS 
AMENDED 


(Mr. Hill asked and was given permission to extend his remarks at this point 
in the Record and to include a bill.) 

Mr. Hiiu. Mr. Speaker, the Ways and Means Committee of the House has 
announced it will hold hearings on July 29 on a 2-year extension of the 
Renegotiation Act of 1951, as amended—Public Law 870, 84th ngress, 2d 
session. In order that the Ways and Means Committee may have before it 
certain desirable amendments to the Renegotiation Act designed to assist small 
ind independent business, I am today introducing a bill. In this action I am 
joined by a number of my colleagues on the Select Committee on Small Business 
who are introducing identical bills. These members are Hon. R. Waiter Riehl- 
man, Republican, New York; Hon. Horace Seely-Brown, Jr., Republican, Con- 
necticut; Hon. William M. McCulloch, Republican, Ohio; Hon. Timothy P. 
Sheehan, Republican, Illinois; Hon. Arch A. Moore, Jr. Republican, West 
Virginia; Hon. Abraham J. Multer, Democrat, New York; Hon. Tom Steed, 
Democrat, Oklahoma; Hon. James Roosevelt, i’emocrat, California: and a 
former member of our committee, Hor Craig Hosmer. 
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We sincerely hope that the Ways and Means Committee will consider our 
suggested amendments in its consideration of the extension of the Renegotiation 
Act. The purpose of our amendments is: First, to encourage subcontracting in 
Government procurement to provide incentives for small and independent busi- 
ness concerns; second, to encourage prime contractors and subcontractors to 
subcontract the maximum proportion of their contracts and subcontracts to 
provide the proper profit motives for small and independent business concerns ; 
and third, to expand the Government procurement base by providing incentives 
and encouragement to small and independent business concerns. 

The principles enumerated above were embodied in bills introduced by several 
members of the Select Committee on Small Business in the 84th Congress. 
These identical bills also recommended the increase of the minimum amount 
subject to renegotiation which was adopted by the House Ways and Means 
Committee in that Congress. This increase of from $500,000 to $1 million 
probably should now be increased to $5 million since rising labor and material 
costs have somewhat nullified the beneficial effects of the million dollar 
exemption. 

The 1956 amendments to the Renegotiation Act, in part, were of some benefit 
to smaller manufacturers since section 105 (f) (3) was amended by increasing 
the minimum amount subject to renegotiation from $500,000 to $1 million, and 
section 106 of the Renegotiation Act contained limited benefits relating to man- 
datory exemption for standard commercial articles and services. 

We believe that one of the reasons why small manufacturers engaged in 
defense work find it increasingly difficult to continue profitable operations is 
because of certain handicaps which have become imbedded in our procurement 
system beginning with our preparation for World War II and followed by simi- 
lar preparations for the Korean war. The continuing “cold war” and the 
necessity for constantly strengthening our defenses has caused us to either 
ignore or overlook some of the fundamentals which are absolutely necessary 
to the health and welfare of the smaller manufacturer engaged in defense pro- 
duction. The No. 1 handicap of the smaller manufacturer in this respect is the 
“free” plant and equipment available to the large prime contractor; the No. 2 
handicap is the Renegotiation Act of 1951, as amended; and, of course, the 
additional handicap imposed by the inability to plow back into the business an 
equitable portion of earnings. 

There are also other contributing factors due primarily to the continuance in 
effect of certain wartime legislation. This is not to say that these acts are 
not necessary or desirable in our present situation, but we do say that from 
the very beginning of the enactment of some of these laws they have worked 
hardships on smaller manufacturers in defense work. For example, title II of 
the First War Powers Act—reenacted in the 81st Congress and renewed several 
times since, Public Law 306, 85th Congress, 1st session—which permits con- 
tracts to be amended without consideration, has militated against the small 
manufacturer. This act expired on June 30, 1958; however, the Committee on 
the Judiciary has reported a bill—H. R. 12984, by Mr. Celler—with amend- 
ments—House Report No. 2232. The amended version as reported by the Com- 
mittee on the Judiciary is a great improvement over prior legislation and, we 
believe, will have beneficial effects in the effort to secure a more equitable 
share of defense contracts for small-business concerns. In keeping the essentials 
provided in title II of the First War Powers Act, the Committee on the Judiciary 
at the same time states in part that it “has welcomed and recommends to the 
House the proposal of the Department of Defense to enact as permanent legis 
lation, effective during a period of national emergency, the provisions of title 
II with certain additional restrictions which would prevent the occurrence of 
unjustified deviations from normal procurement law’—House Report No. 2232, 
85th Congress, 2d session. 

The smaller manufacturer has benefited very little from the rapid tax amortiza- 
tion program. In the past two decades innumerable “certificates of necessity” 
were issued to large concerns in many industries which were of doubtful value 
to the national defense. In addition to basic industries such as steel, aluminum, 
and other nonferrous metal production, tax-amortization certificates were ex- 
tended to include a multitude of categories which, in all probability, were of 
greater benefit to the commercial activities of the concern involved than to the 
national defense. It is true that the program now has been drastically curtailed, 
but it is fair to point out that for the many years the rapid tax amortization 
program has been in effect, smaller manufacturers directly related to our defense 
effort had a very small share in the program. 
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SMALL BUSINESS AMENDMENTS TO THE RENEGOTIATION ACT 


The Cabinet Committee on Small Business took cognizance of the deterrent 
to subcontracting embraced by the principles of the Renegotiation Act, and, at 
the direction of the President, the Renegotiation Board issued a modification 
of its rules by the addition of the following sentence in paragraph 1460.14 
(b) (3): J 

“In other words, although a contractor who subcontracts work may not reason- 
ably expect to be allowed as large a profit thereon as if it had done the work 
itself, subcontracting of the kind described in this paragraph, especially the 
extent to which subcontracts are placed with small-business concerns, is given 
favorable consideration in determining excessive profits.” 

Due to the fact that the large price contractors did not embrace the spirit 
of the rule as amended, it has not had the desired effect of increasing subcon- 
tracting in defense work to the extent which was intended. In any military 
cancellation or stretchout program, the large prime contractors have a habit of 
not only canceling every possible subcontract but engaging directly in competition 
with free plant and equipment—they stand a chance of more favorable profits 
dollar’s worth of work that could be done in their own shop—more often than not 
with free plant and equipment—they stand a chance of more favorable profits 
in the renegotiation allowances. This has happened many times in the past 
not only when military buying slows down but when the large concern lacks 
defense contracts. This policy of the large prime contractors aided by the 
Renegotiation Act has been responsible for hundreds of small contracting concerns 
either curtailing operations or going out of business. This is a tremendous loss 
to the economy. The skills, the ingenuity, the inventiveness, and, in part, the 
competition so necessary to our defense effort are all completely lost when a 
small subcontractor is forced out of business. Not only that, but our defense base 
is narrowed and becomes dependent upon fewer and fewer manufacturers. 

It is national policy to urge maximum contracting with small business. It is 
the policy of the Congress, the Chief Executive, the official policy of the Depart- 
ment of Defense, of course, and other Government agencies engaged in defense 
activities. 

In the overall sense our basic incentive is survival. From the standpoint of 
American business, large and small, the incentive is not only to survive as a nation 
but carries the corollary incentive to survive as a business which, under our free 
competitive system, must necessarily mean a business structure which creates 
profits. 

In specific terms with particular reference to the smaller manufacturer engaged 
in defense work either as a prime or subcontractor, we believe that some of the 
existing impediments which have become, as we noted before, imbedded in our 
procurement system must be removed. Among these impediments is the Renego- 
tiation Act, as amended, and until it is either terminated or modified for the 
encouragement of subcontracting as proposed by the bill we introduced today, 
we will continue to see independent business disappearing from the defense 
production picture. 


t 


MINIMUM AMOUNTS SUBJECT TO RENEGOTIATION 


The extension of the act 2 years ago provided for raising the minimum from 
$500,000 to $1 million. We are of the opinion that the only value of renegotiation 
will be found in its application to the hundred or so largest military contractors 
who traditionally serve as sole source—noncompetitive—suppliers on complex 
items of defense material. For all other companies, where competition is present, 
renegotiation serves little purpose other than to increase the burdens of account- 
ing and administration. An examination of the records of the Renegotiation 
Board would refiect that only the most meager portion of dollars recaptured come 
from other than the top 100 defense contracting firms. For this reason, we 
think the country would be better off if the minimum amount were raised as 
high as $5 million. At the same time, we would not press for such an amendment 
because there is not sufficient time to gather the detailed evidence necessary to 
prove the point, therefore, it has not been included in our bill. 
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EXEMPTION OF CERTAIN CONTRACTS AND SUBCONTRACTS SUBJECT 'TO PRICE 
REDETERMINATION OR AWARDED TO LOWEST BIDDERS 


The Renegotiation Act, when applied to contracts subject to price redetermina- 
tion, or to contracts won as a result of competitive bidding, involves double- 
jeopardy to every business subjected to this law. 

Contracts subjected to price redetermination—a military service procedure 
which lowers the price following an evaluation of cost experience—are surely 
free of any excess profit within the meaning and intent of the Renegotiation Act. 
It should be remembered that the purpose of this act was to strike at profiteering— 
unconscionable profits wrung from public moneys during periods of emergency 
production. Again, the words advanced in support of this act made note of the 
fact that free competition did not exist during a period of war and that suppliers 
in wartime were able to extract unwarranted concessions from the Government, 
if what they produced was essential for wartime supply. These circumstances 
are not present at the moment. We are at a time when competition for available 
markets is, to say the least, visible. We are also at a time when we obviously 
need every possible incentive to encourage technological progress and to gain 
for the country the greatest possible advances in our weapons systems. 

The normal incentive of the free-enterprise system is the chance to make a 
profit. It has been pointed out that competition is the most effective means of 
limiting profits. What has been missed is the corollary that an artificial limi- 
tation on profits is the most effective means of destroying competition. With 
these considerations in mind, if the Renegotiation Act is to be continued, we 
should be seeking every possible means to limit its applicability, every means 
to broaden the area in which profit incentives will increase competition and 
reduce costs to the Government. This is why we are strongly recommending the 
provision to exempt certain contracts as indicated by the above subheading. 

In amending section 106 (a) we propose to make the provision “at the option 
of the contractor or subcontractor” because there will obviously be circumstances 
in which a company could be subjet to renegotiation by virtue of other contracts 
held, and it should be able to include for consideration those contracts of the 
type described in the proposed subparagraphs (10) and (11) if it finds that the 
low profits or lack of profits on such contracts would weigh favorably in consider- 
ation of its total performance. This provision is in accord with the principles 
embraced by the act, permitting a contractor’s total business to be weighed in 
the balance, rather than to merely recover “excess profits” on successful contracts 
and ignore losses on others. 


MANDATORY EXEMPTION FOR STANDARD COMMERCIAL ARTICLES AND SERVICES 


Section 106 of the 1951 act was amended by section 9 of Public Law 870—84th 
Congress, 2d session—to insert a new description of standard commercial articles 
and services and to provide new means for determining what would be considered 
in this category. 

A basic premise in the revision was the definition which required that an item 
not only be maintained in stock and offered for sale in accordance with a regu- 
lar price schedule but also be sold in amounts equal to at least 35 percent of sales 
to nondefense users. 

We have felt this provision works a particular hardship on those companies 
who have built up their skills in the specialized techniques required by the mili- 
tary. It is unfair to companies who make items that would normally have a 
commercial market, but whose sales patterns do not happen to reach 35 percent 
among commercial users—many aircraft parts, for example. 

We would suggest that this unfair situation could be mitigated by changing 
paragraph (4) (B) of subsection 106 (e) to read: 

“(B) the term ‘standard commercial article’ means, with respect to any fiscal 
year, an article— 


“(i) which either is customarily maintained in stock by the contractor 
or subcontractor, or is offered for sale in accordance with a price schedule 
regularly maintained by the contractor or subcontractor ; and 

“(ii) with which two or more competitors can be shown to maintain in 
stock, or offer for sale in accordance with regularly established price lists, 
substantially similar articles.” 


In order to correct some of the inequities which we have set forth above, we 
are today introducing the following bill to amend the Renegotiation Act of 1951, 
as amended: 
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A BILL To amend the Renegotiation Act of 1951 to assist small business, and for other 
purposes 


“Be it enacted, etc.— 


DECLARATION OF PURPOSE AND POLICY 


Section 1. It is hereby declared to be the policy of the Congress, and the purpose 
of this act— 

“(1) to encourage subcontracting in Government procurement to provide 
incentives for small and independent business concerns : 

(2) to encourage prime contractors and subcontractors to subcontract the 
maximum proportion of their contracts and subcontracts to provide the 
proper profit motives for small and independent business concerns as the 
cornerstone of our free-enterprise system ; and 

(3) to expand the Government procurement base by providing incentives 
and encouragement to small and independent business concerns. 

The Congress hereby reaffirms its longstanding policy of assuring to small and 
independent business concerns a maximum proportion of the contracts for goods 
and services awarded by the various departments and agencies of the Federal 
Government. ‘ 

“ENCOURAGEMENT OF SUBCONTRACTING 


“Sec. 2, Section 103 (e) of the Renegotiation Act of 1951, as amended (setting 
forth factors to be taken into account in determining whether profits are exces- 
sive), is amended by adding at the end thereof the following: “In determining 
excessive profits, favorable recognition must be given to subcontracting to small 
and independent business concerns; and a contractor or subcontractor who 
achieves economies through the program of the Department of Defense and the 
Small Business Administration to increase the share of small and independent 
business concerns in military procurement shall, subject to other considerations 
set forth in this subsection, be provided incentive rewards through proportion- 
ately higher profit allowances. For purposes of the preceding sentence, the term 
‘small and independent business concerns’ as of any time has the meaning then 
agreed to by the Department of Defense and the Small Business Administration.” 


“EXEMPTION OF CERTAIN CONTRACTS AND SUBCONTRACTS SUBJECT TO PRICE 
REDETERMINATION OR AWARDED TO LOW BIDDERS 


“Sec. 3. Section 106 (a) of the Renegotiation Act of 1951, as amended (relating 
to mandatory exemptions from the act), is amended by striking out the period at 
the end of paragraph (9) and inserting in lieu thereof a semicolon and the word 
‘or’ and by adding at the end thereof the following new paragraphs: 

***(10) any fixed price or incentive-type contract or subcontract, except at the 
option of the contractor or subcontractor, if such contract or subcontract, by its 
terms, is subject to price redetermination or price revision; or 

“*(11) any contract or subcontract which has been the subject of competitive 
bidding, except at the option of the contractor or subcontractor, if such contract 
or subcontract has been awarded to the low bidder among three or more respon- 
sive and competitive bidders.’ 


“MANDATORY EXEMPTIONS FOR STANDARD COMMERCIAL ARTICLES AND SERVICES 


“Sec. 4. Section 106 (e) (4) (B) of the Renegotiation Act of 1951, as amended 
(relating to mandatory exemption for standard commercial articles and sery- 
ices), is amended to read as follows: 

“*(B) the term “standard commercial article’ means, with respect to any 
fiscal year, an article— 

“*(i) which either is customarily maintained in stock by the contractor or 
subcontractor or is offered for sale in accordance with a price schedule regularly 
maintained by the contractor or subcontractor, and 

“ *(ii) with which two or more competitors can be shown to maintain in stock, 
or offer for sale in accordance with regularly established price lists, substantially 
similar articles ;’. 
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“EFFECTIVE DATE 


“Sec. 5. The amendments made by sections 2 and 4 of this act shall apply only 
in respect of contracts with the Departments and subcontracts made after 
June 30, 1958.” 


Mr. Curtis. I think rather than taking the time of the committee 
now, would you please submit comments on that particular state- 
ment of the problems which small business seems <o be confronted 
with in that area? 

Mr. Decuert. I would be glad to try to answer this matter now, but 
if you prefer, I shall be glad to submit the answer for the record. 

The CuHatrMan. Could you get that to us in a very reasonable 
time ? 

Mr. Decuert. Yes, sir. 

The CHairMAn. Without objection, that will appear at this point 
in the record. 

(The information is as follows :) 


OFFICE OF THE SECRETARY OF DEFENSE, 
Washington, D. C., August 1, 1958. 
Hon. WILBUR D. MILLs, 
Chairman, Committee on Ways and Means, 
House of Representatives. 

Dear Mr. CHAIRMAN: During the hearings held on July 29, 1958, on legislation 
to extend the Renegotiation Act for 2 years, you requested that the Department 
of Defense furnish your committee with its views on H. R. 13561, which was 
introduced by Congressman Hill and referred to your committee on July 28, 1958. 

The purpose of H. R. 13561, as stated in section 1 thereof, is to amend the 
Renegotiation Act of 1951, as amended, to encourage subcontracting in Govern- 
ment procurement to small and independent business concerns and to expand 
the Government procurement base by providing incentives and encouragement 
to small and independent business concerns, 

To accomplish the above objectives, section 2 of H. R. 13561 would amend sub- 
section 103 (e) of the Renegotiation Act to require that favorable recognition be 
given by the Renegotiation Board to subcontracting to small business concerns. 
Section 3 of the bill would amend subsection 106 (a) of the qgct to provide that, at 
the option of a contractor or subcontractor, any fixed price or incentive-type con- 
tract or subcontract which is subject to price redetermination or price revision, 
and any contract or subcontract which has been the subject of competitive bidding 
and which has been awarded to the low bidder among three or more responsive and 
competitive bidders shall be exempt from renegotiation. Section 4 of the bill 
would amend subsection 106 (e) (4) (B) of the act, which defines the term “‘stand- 
ard commercial article,” to remove the requirement that at least 35 percent of 
the sales of the article must be to nondefense users and to substitute in lieu thereof 
the requirement that two or more competitors of the contractor or subcontractor 
must be shown to maintain in stock, or offer for sale in accordance with regularly 
established price lists, substantially similar articles. 

The Department of Defense is opposed to H. R. 13561. While the stated purpose 
of the bill is to encourage subcontracting to small business concerns and to pro- 
vide incentives to such concerns in obtaining Government procurement, section 3 
which would add additional exemptions and section 4 which would revise the 
definition of a “standard commercial article” in connection with the mandatory 
exemption presently contained in section 106 (e) of the act, would apply equally 
to small and large business in both the prime and subcontracting fields. In fact, 
the exemption proposed by section 3 regarding price redeterminable and incentive- 
type contracts, because they are used in the procurement of complex equipment, 
generally are with large business. 

With respect to section 2 of the bill, the Department of Defense has endorsed 
the principle that small business should be given an equitable opportunity to par- 
ticipate in defense procurement and in the area of subcontracting encourages 
its prime contractors to effect the maximum amount of subcontracting to small 
business concerns consistent with the efficient performance of the particular con- 
tract. Furthermore, it should be noted that under the regulations of the Renego- 
tiation Board favorable considertion now is given in the renegotiation process 
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to subcontracting with small business concerns. For this reason section 2 of 
the bill appears unnecessary. 

The amendments to the Renegotiation Act proposed by sections 3 and 4 of 
the bill would have a considerable impact in the renegotiation field both in the 
prime contract area and in the subcontract area where substantial dollars also 
are involved. 

Time has not permitted a detailed analysis of the full effect of these sections. 
However, the additional exemptions which would be added by section 3 of 
the bill would cover a substantial proportion of the Department of Defense 
procurement dollar. For example, based on currently available statistics, prime 
contracts of the Department of Defense categorized as price redeterminable or 
incentive-type contracts, exclusive of cost-reimbursement type contracts, totaled 
approximately $57.5 billion or 40 percent of the total procurement dollar for the 
fiseal year 1951 through fiscal year 1957 period. As has been previously stated 
to the committee by Department of Defense representatives, while price rede- 
terminable and incentive-type contracts to an extent serve as protection to the 
Government in eliminating excessive profits, such procedures cannot in all cases 
guarantee against such profits. Furthermore, price redetermination and incen- 
tive-type provisions apply on an individual contract basis. The renegotiation 
process applies, and properly so, to all contracts across the board. It is in con- 
tracts of this type that the preponderance of excessive profits have been found 
by the Board. 

With respect to that portion of section 3 which would add a new exemption 
for contracts or subcontracts which have been the subject of competitive bidding 
where an award bas been made to a low bidder among three or more responsive 
competitive bidders, it appears that for the most part such contracts would al- 
ready be exempt under the mandatory exemption for standard commercial 
articles and services presently contained in subsection 106 (e) of the act. To the 
extent such contracts are not so exempted, it is pointed out that even though 
competitive bids may have been solicited, in the field of complex items where 
costs cannot be accurately forecast, such procedures do not guarantee against 
excessive profits. In the aircraft field, for example, perhaps three or more com- 
panies would actually bid in connection with a proposed contract for the devel- 
opment and production of a complex piece of equipment. This does not mean that 
the successful bid is based on accurate cost estimates. In the procurement of 
complex equipment, competition does not necessarily guarantee against excessive 
profits. 

In connection with the new exemptions to be provided by section 3, it is noted 
that they are mandatory unless the contractor or subcontractor otherwise elects. 
In other words, if a contractor or subcontractor takes a small profit or a loss 
on a contract or subcontract, he may elect, for purposes of setoff, to submit the 
contract or subcontract to the renegotiation process along with his other renego- 
tiable business for the fiscal year. On the other hand, if the profits of a par- 
ticular contract or subcontract are large, he may elect to exempt that con- 
tract or subcontract from renegotiation. Such a provision does not appear 
desirable. 

With regard to section 4 which would amend the definition of “standard com- 
mercial article,” time has not permitted a sufficient study of its implications. 
However, it is understood that the Renegotiation Board is furnishing the commit- 
tee with a detailed analysis of its effect. 

The Department of Defense reiterates its recommendation to the committee in 
its testimony on July 29, 1958, H. R. 11749 and H. R. 11750 that the Renegotiation 
Act of 1951 be extended in its present form for 2 additional years with an 
amendment to section 108 of the act which would permit appeals from decisions 
of the Tax Court in renegotiation cases to the United States courts of appeals 
for the several circuits. The Department of Defense is opposed to any further 
amendments at this time. 

Sincerely yours, 
Rosert DECHERT. 

Mr. Mason. Mr. Dechert, let us assume I am a contractor and you 
are an agent of the Government procuring something that the Gov- 
ernment needs. Now, because you have this renegotiation law, you 
are a little bit c: areless i in entering into these contracts with me be- 
cause you know you are going to get me in the end. Because of these 
renegotiation contracts, I am a little bit careful and I say, “Well, if I 
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make a real big profit, they will get 52 percent anyway, and why 
all of this fuss ?” 

But I am wondering if because of the renegotiation thing hanging 
on so long, that these procurement agencies don’t get careless about 
these contracts and don’t take particular ‘are with these contracts. 
Isn’t that about the tendency that would be in their adjustment of 
these things ? 

Mr. Decuert. No, sir; and I think that you are wrong. Let me 
explain why. 

Mr. Mason. All right, that is all I want. You say you think I am 
wrong. I know enough about human nature, and I majored in psy- 
chology, to know that that is a probability. 

Mr. Decriert. May I complete my answer, sir? 

Mr. Mason. Yes. 

Mr. Decuert. Actually we are talking primarily, as I have indi- 
cated, about these things on which there is incomplete experience. 

Mr. Mason. And they say, “We can put that in the contract with- 
out this renegotiation law, and we don’t need the renegotiation law.” 
You can enter into a contract with me and say, “Because we can’t 
arrive at the cost, I am going to put this renegotiation thing in there, 
and I am going to renegotiate you if I see that you are going to 
make excessive profits.” 

Then there is no need for a law for that. That isa part of the con- 
tract. 

Mr. Decuert. May I further carry on my answer? This very sub- 
ject was dealt with by the joint congressional committee under Sen- 
ator Byrd in 1956. It is the very question you have raised. I am 
going to read two sentences if I may, but I would like to point out also 
that the renegotiation recoveries have gone to the Treasury of the 
United States and not back to the several services. 

Our contracting officers have every reason in the world from the point 
of view of the Department of Defense to keep the costs down and to 
keep the costs fair, so that there will be no renegotiation. This is what 
Senator Byrd’s committee said in 1956 on this very subject, on page 18 
of the printed report—Document No. 26: 

It is noted that in the Department of Defense, notwithstanding its endorsement 
of renegotiation, procurement personnel are instructed that no reliance whatever 
is to be placed upon renegotiation in the negotiation or redetermination of con- 
tract prices. This is desirable to economize the Department’s appropriations, 
since renegotiation refunds go to miscellaneous receipts of the Treasury and are 


not available for expenditure. 

Mr. Mason. That is all, Mr. Chairman. 

I am not satisfield, but that is all right. 

The Cuatrman. Are there any further questions? If not, Mr. 
Dechert, again we thank you for coming to the committee, and giving 
us the benefit of the views of the Department of Defense. 

Mr. Decuert. I want to make plain that I speak for the Adminis- 

‘ation in saying that we are satisfied with respect to the inclusion of 
the right of : appeal from the Tax Court to the circuit courts of appeals, 
and in stating the desire to have the act extended with that change only. 

The Cuarrman. We thank you, sir. 
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(The following letter was subsequently received by the committee :) 


GENERAL COUNSEL OF THE DEPARTMENT OF DEFENSE, 
Washington, D. C., July 30, 1958. 
Hon. WiLsuR D. MILLs, 
Chairman, Committee on Ways and Means, 
House of Representatives. 


Dear Mr. CHAIRMAN: As you know, the President on July 29, 1958, signed the 
National Aeronautics and Space Act of 1958 (Public Law 85-568). Under this 
act a National Aeronautics and Space Administration will be created within 90 
days after the date of its enactment. 

It is my understanding that the Director of the National Advisory Committee 
for Aeronautics, which will form the nucleus of the National Aeronautics and 
Space Administration, has addressed a letter to you recommending that con- 
tracts of the Administration be made subject to the provisions of the Renegotia- 
tion Act of 1951, as amended. 

As I mentioned briefly in my testimony before your committee yesterday on 
legislation to extend the Renegotiation Act of 1951 for 2 years,, the inclusion of 
contracts of this new agency within the coverage of the Renegotiation Act would 
appear desirable in view of the extensive research and development activities 
in which it will be engaged. 

Accordingly, the Department of Defense joins in the recommendation of the 
National Advisory Committee for Aeronautics and urges that your committee in 
its consideration of legislation to extend the Renegotiation Act of 1951 beyond 
December 31, 1958, further consider an amendment to section 103 (a) of the act 
to specifically include the National Aeronautics and Space Administration in 
the list of agencies whose contracts are subject to the provision of that act. 

Sincerely yours, 
ROBERT DECHERT. 


The CHatrman. Mr. Coggeshall, will you identify yourself for 
the record by giving us your name and address and the capacity in 
which you appear ? 


STATEMENT OF HON. THOMAS COGGESHALL, CHAIRMAN OF THE 
RENEGOTIATION BOARD 


Mr. CoccesHatit. My name is Thomas Coggeshall, Chairman of 
the Renegotiation Board, and my home address is Greens Farms, 
Conn. I would like to say just a word or two by way of introduction. 
This is the first time I have appeared before this committee during 
the past 2 years. 

I have been identified with renegotiation since its inception after 
25 years in foreign trade and banking. 

I did want to say just’a word or two in view of what I consider is 
the nonpartisanship or bipartisanship of the history of renegotiation 
from the 1942 act, spouted first by the bills before this committee 
and produced by you, Mr. Chairman, and Mr. Reed. I was drawn 
into renegotiation after some 25 years in foreign trade and banking 
in the war under the administration of the great wartime President, 
Mr. Roosevelt, and I was Vice Chairman of the Air Force Board in 
New York. 

On the 30th anniversary of the Air Force in 1946 I received the 
exceptional civilian service citation from Judge Patterson, Secretary 
of War. 

I was drawn back into renegotiation in 1949 under the Presidency 
of Harry Truman and served under three successive Under Secre- 
taries, Mr. Arthur Barrows, Mr. McCone, now Chairman of the 
Atomic Energy Commission, and Mr. Ross Gilpatric, and Mr. Lovett, 
Secretary of Defense, appointed me to the Washington Regional 
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Board of the Renegotiation Board when the Congress made it an 
independent agency. 

The President called me down here 3 years ago to the statutory 
board, and designated me as chairman in March of 1956, I think, 
succeeding Mr. Roberts. I put that in the record as an example of 
the nonpartisanship or bipartisanship of the conduct of renegotiation 
with no political consideration, and without fear or favor for any 
contractor who appears before us. 

I have a prepared statement. 

The Renegotiation Board supports the recommendation of the 
President and the Sec retary of Defense that the coverage of the Re- 
negotiation Act of 1951 be extended for 2 additional years, through 
December 31, 1960. We believe that it should be continued in its 
present form. 

In his special message to the Congress on March 4, 1955, recom- 
mending a prior extension of this act, President Eisenhower, said: 

As a nation, we recognize that so long as defense expenditures represent 
more than half of the national budget, we must do everything in our power to 
see to it that the maximum return is received for each dollar spent. 

Defense procurement in these days of heightened international ten- 
sion has grown to even greater proportions than when the President 
spoke. Defense expenditures, current and projected, not only com- 
prise more than half of the total national budget, but they aggregate 
far more in amount than ever before in our peacetime history. 

The Defense Department spokesman has already referred to the 
many new and complex missiles and other weapons involved in defense 
procurement, and to the lack of adequate cost and production ex- 
perience with which Government contracting officers need to be forti- 
fied in order to achieve close initial prices. This factor, together with 
contingency provisions and the impact of expanded volume, among 
other things, make renegotiation essential, in our opinion, if we are 
to obtain for the American taxpayer a dollar’s worth of defense for 
every dollar we spend. 

Renegotiation functions not only to recapture excessive profits but 
to prevent them. It is common knowledge that the mere existence of 
the renegotiation authority frequently induces contractors to price 
more closely than they otherwise would, and thus to avoid accruing 
excessive profits. This process of self- renegotiation is the most sig- 
nificant and important byproduct of renegotiation. The resultant 
dollar savings to the Government are incalculable. 

Not all the results of renegotiation, however, are beyond computa- 
tion. From its establishment late in 1951, through June 30, 1958, the 
7 ard made determinations of excessive profits in the gross amount of 

23,055,054. Voluntary refunds and price reductions disclosed in 
Jensnotetian proceedings with assigned contractors amounted to 
$818,252,689. Total recoveries attributable to renegotiation, there- 
fore, aggregated $1,541,307,743, or $539,440,962 after allowance of 
estimated Federal income and excess-profits tax credits. During the 
same period the cost of Board operations was less than $27 million. 

As a helpful preliminary to the testimony which is to be presented 
here today, Mr. Chairman, I trust I may be pardoned if I faba a brief 
moment to refresh the minds of the committee with a skeleton outline 











24 EXTENSION OF THE RENEGOTIATION ACT 


of the renegotiation process, as set forth in our last annual report to 
the Congress : 


The act originally required every contractor to file a report with respect to 
its renegotiable business for a fiscal year. At present, contractors whose re- 
negotiable sales are below the floor (that is, the minimum amount prescribed 
in the statute) may file or not, as they choose. All reports are examined by the 
headquarters Board in Washington. Those which show aggregate renegotiable 
sales below the floor are set aside. In cases above the floor, if the profits are 
obviously not excessive, no further action is taken and the contractor is so 
notified. All other cases are assigned for renegotiation to a regional board, 
usually on a geographic basis. 


We now have three regional boards: New York, Los Angeles, and 
Detroit. 


The regional board commences renegotiation, obtains such additional informa- 
tion as it needs, and then determines whether the contractor realized excessive 
profits, and if so, in what amount. The Board has delegated to the regional 
boards final authority to make agreements in cases involving aggregate re- 
negotiable profits of $800,000 or less. If in any such case the contractor accepts 
the determination and all related matters are satisfactorily resolved, an agree- 
ment is made for the payment of the amount determined. Otherwise, the 
regional board issues an order directing such payment. From this order, the 
contractor has a right to appeal to the statutory board. 

In the larger cases, in which the regional boards do not have final authority 
to make agreements, the determinations of the regional boards must be approved 
by the statutory board before agreements can be executed. If a regional board 
determination is not acceptable to either the statutory board or the contractor, 
the case is reassigned from the regional board to the statutory board for 
further processing and completion. On any final order of the board with which 
the contractor does not agree, the contractor may obtain a judicial review by 
filing a petition in the Tax Court of the United States. 


Doubtless the committee will be interested to be advised of the 
progress record of the Board. Progress figures through June 30, 
1958, are available, expressed as always in terms of the contractors’ 
fiscal years. At that date, case completions stood as follows: 


Percent of 


Contractors’ fiscal years: completion 
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For the years 1948 to 1950, we inherited that from the previous 
board. 

These figures are to be considered in connection with the fact that 
the law gives the Board 1 year after the close of the contractor’s 
fiscal year to commence renegotiation, and 2 years thererafter to 
complete it. 

I should like to add that through June 30, 1958, the Board deter- 
mined excessive profits in 3,202 cases. In 2,952 cases, or 92.2 percent 
of the total, the contractors agreed to refund the amounts determined. 
Only in the remaining 250 cases, representing 7.8 percent of the total, 
was the Board obliged to issue orders directing refunds, and of these 
only 70 were taken to the Tax Court. In other words, petitions were 
filed in the Tax Court to review only 2.2 percent of the 3,202 determi- 
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nations of excessive profits made by the Board to the end of the fiscal 
year just closed. 

~ Now, Mr. Chairman, in addition to H. R. 11749 and H. R. 11750, 
identical administration bills to extend the present Renegotiation Act 
for 2 years, there is also pending before your committee H. R. 13092. 
Under date of July 11, 1958, at your request, I submitted to your 
committee a letter setting forth the objections of the Renegotiation 
Board to this bill. I have with me, and desire to submit for the 
record at the appropriate time, a fuller statement of those views. 

For the present time, I should like to mention briefly one feature of 
H. R. 13092. I refer to section 3, which would amend the presesnt 
law to apply the requirements of the Administrative Procedure Act 
to the functions exercised by the Renegotiation Board. It is our 
considered judgment that the enactment Sof such a provision would 
be a serious mistake. 

The informal procedure that has characterized renegotiation from 
its inception in the early days of World War IT has functioned effec- 
tively and successfully to the present time. This is amply borne out 
by the vast preponderance of cases in which agreements have been 
negotiated with contractors for the refund of excessive profits. 

The Supreme Court, in upholding the constitutionality of the rene- 
gotiation proc edure under the World War II act, ruled that due 
process of law was guaranteed to the contractor by affording him the 
right to take his case into the Tax Court for a de novo trial of the 
issues whenever he was unwilling to accept the determination of the 
Board. Indeed, the Administrative Procedure Act. itself provides 
expressly that.the formal hearing procedures prescribed therein shall 
not apply when the matter is “subject to a subsequent trial of the law 
and the facts de novo in any court.” 

Section 3 of H. R. 13092 would convert informal renegotiation con- 
ferences into formal trials; and, in doing so, would provide for two 
such trials by leaving undisturbed the contractor’s right to a further 
de novo trial in the Tax Court. It would, also, with respect to rene- 
gotiation only, nullify the considered policy of the Congress embodied 
in the Administrative Procedure ‘Act, itself. The Renegotiation 
Board urges most emphatically, therefore, that this proposed amend- 
ment, be rejected. 

Mr. Chairman, that is all I wish to say at this point. Other wit- 
nesses here today will present their views and recommendations with 
respect to the Renegotiation Act and its administration. In order 
properly to evaluate and pass upon such matters, the committee will 
desire, [ am sure, to draw upon the experience of the Renegotiation 
Board. I respectfully request, therefore, that before this public hear- 
ing is closed the Renegotiation Board be given an opportunity to pre- 
sent to the committee such further comments and recommendations as 
may be appropriate in the light of the subsequent testimony. 

The CHarrmMan. Without ‘objec tion, you may include in the record 
at this point, the fuller statement to which you earlier referred. 
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(The statement is as follows :) 


STATEMENT OF THE RENEGOTIATION BOARD ON H. R. 13092, a Britt To ExTEND THE 
RENEGOTIATION ACT OF 1951 FoR 2 YEARS, To APPLY THE REQUIREMENTS OF THE 
ADMINISTRATIVE PROCEDURE ACT TO THE FUNCTIONS EXERCISED BY THE RENEGO- 
TIATION Boarp, To PERMIT APPEALS FROM DeEcISIONS OF THE TAX CoURT IN 
RENEGOTIATION CASES, AND FOR OTHER PURPOSES 


This statement presents, in somewhat greater detail, the views and recommen- 
dations submitted in summary form to the chairman of the Ways and Means 
Committee by the Chairman of the Renegotiation Board under date of July 11, 
1958. 

Section 1. Two-year extension 

Section 1 of the bill would extend the coverage of the Renegotiation Act of 
1951, as amended, for 2 years, from December 31, 1958, to December 31, 1960. 
This provision is identical with those contained in H. R. 11749 and 11750, bills 
recommended by the Secretary of Defense and now pending before your commit- 
tee. The Renegotiation Board agrees with the Department of Defense that the 
continuation of the renegotiation authority for 2 additional years is necessary in 
the public interest. The Board accordingly recommends the enactment of a 
2-year extension provision. 

Section 2. Factors to be considered in determining excessive profits 

Section 2 of the bill would add two new factors to those already provided in the 
act. The language of the new factors is vague and general. Since their meaning 
is not clear, they would be difficult to apply. Moreover, as construed by the Board, 
both are unnecessary and inappropriate. 

A. The first factor added by section 2, is: “Reeognition of the need for proper 
financial incentives under a system of free enterprise in order to produce the 
highest degree of efficiency and economy in the performance of contracts with 
the United States ;”. 

If the amendment is intended to direct the Board to take into consideration the 
need for rewarding the efficient producer in a system of free enterprise, it is 
actually less explicit than the present statutory provision dealing with the con- 
tractor’s efficiency which provides that “In determining excessive profits favorable 
recognition must be give to the efficiency of the contractor * * * .”. [Emphasis 
supplied.] Under this provision the Board is required to give favorable recogni- 
tion to efficiency. Under the amendment it need only take into consideration the 
need for proper financial incentives to produce efficiency. Thus, if the amend- 
ment were added it might even weaken the requirements of the act for recognition 
and reward of the efficient contractor. 

It may be significant that Representative King, in listing the factors contained 
in the present act in his explanation of the bill (Congressional Record, June 30, 
1958, p. A5921), did not include the efficiency factor. This suggests a possible 
unawareness that such factor is now contained in the act (see sec. 108 (e)). It 
will be noted that the efficiency factor is not listed in numbered sequence with 
the others but is treated separately, and so might easily have been overlooked, 
a circumstance which may account for the needless redundancy of the proposed 
new factor. 

If by the addition of this proposed factor it is intended to assure industry that 
the Board will give consideration to “bonus” profits resulting from efficient per- 
formance under incentive-type contracts, the amendment likewise is not needed. 
The Board has always necessarily done so under the present efficiency factor, and 
has made adequate detailed provision for such consideration in section 1460.9 
(b) (5) of its regulations. 

B. The second factor added by section 2 is: “The necessity for fair and equi- 
table treatment to the contractor or subcontractor to assure future financial 
stability in the defense industry ;”’. 

This provision appears to be. designed to require the Board to take into con- 
sideration the future capital needs of any contractor who can be said to be part 
of the defense industry, in deciding whether the contractor realized excessive 
profits during a particular fiscal year. This presupposes that a reasonable profit, 
determined after application of the factors already contained in the act, is not 
sufficient for that purpose; and it implies that defense contractors generally may 
not have had fair and equitable treatment under the act to the present time. These 
are assumptions not supported by the facts. Renegotiation has not impaired the 
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financial stability of the defense industry. The facts indicate that the segment 
of American industry which could most appropriately be labeled “the defense 
industry” is, after many years of renegotiation, singularly strong and prosperous ; 
and the widespread acceptance of renegotiation determinations in the past pre- 
cludes any possibility that such determinations in genera! were other than fair 
and equitable. 

It is obvious, too, that the application of the proposed new factor would 
penalize the contractor who has made excessive profits under present standards 
and who is well supplied with capital, by discriminating in favor of the contractor 
whose profits are equally excessive but whose capital is smaller, perhaps because 
he has distributed or even dissipated such profits. 

If under this factor it is intended that the Board shall estimate the future 
capital needs of each member of the defense industry which comes before it, 
and then proceed to subsidize such needs with otherwise excessive profits, the 
Board respectfully suggests that it is not the agency and that the Renegotiation 
Act is not the law which should be used to carry out such a subsidy program. 
The Renegotiation Board has traditionally been concerned only with determining 
the reasonableness of a contractor's profits upon the basis of the various elements 
of performance which produced such profits. Surely it is not within its province 
or responsibilities to estimate and provide for the future capital requirements 
of the defense industry or any of its members. 

Section 3. Administrative procedure 

The Board is unequivocally opposed to section 3 of the bill. 

This section would place the operations of the Board wholly under the pro 
visions of the Administrative Procedure Act, from which it is nuw exempt, except 
for section 3 of that act relating to public information on organization, proce- 
dures, and rules. The Supreme Court has held this exemption to be consistent 
with the requirements of due process of law (Lichter, et al. v. U. S. (1948), 334 
U. 8S. 742, 68 Sup. Ct. 1294), on the strength of the companion provision of the act 
affording a trial de novo in the Tax Court to any contractor aggrieved by an 
order of the Board. 

Indeed, the Administrative Procedure Act itself (sec. 5) states that the formal 
hearing procedures prescribed therein as a prerequisite to adjudication shall 
not apply “to the extent that there in involved (1) any matter subject to a subse- 
quent trial of the law and the facts de novo in any court; * * *”. This con- 
sidered policy would be nullified, with respect to the Renegotiation Board alone, 
by the proposed amendment. 

From its inception in 1942, for reasons of expedition in the processing of the 
thousands of cases of war or defense contractors and subcontractors, renego- 
tiation has always been characterized by an informal procedure of conference 
and negotiation. The Administrative Procedure Act was enacted in 1946. When, 
thereafter, in 1948 and again in 1951, a new renegotiation law was passed, the 
Congress took care not to compel the abandonment or alteration of the established 
informal renegotiation procedure. 

Section 3 of the bill proposes such action now. This would mean the trans- 
formation of the traditionally informal renegotiation proceedings into formal, 
adversary, trial-type proceedings conducted by hearing examiners and producing 
a stenographic record of testimony and exhibits. The proceedings would be costly 
to both parties and enormously time consuming, as experience has shown to be 
the case in Tax Court proceedings. They would involve the production of evi- 
dence by contending witnesses subject to direct and cross examination, and would 
require the making of detailed financial audits of the contractor’s books and the 
retention of expert witnesses, procedures now employed only when the contractor 
seeks a judicial redetermination in the Tax Court. Changing the character of 
renegotiation in this manner would represent a complete reversal of the renego- 
tiation concept and pattern that have been maintained successfully to the present 
time. We submit not only that there is no need for such drastic revision of the 
renegotiation process, but that the suggested action would be a grievous mistake. 

Well over 90 percent of the determinations of excessive profits made under 
prevailing procedures, by the present Board and its World War II predecessor, 
were accepted by the contractors and embodied in refund agreements. Thus, of 
the 31,818 determinations of excessive profits made by the War Contracts 
Price Adjustment Board under the World War II Act, 29,973 resulted in agree- 
ments with the contractors. Only 1,845 cases, or 5.8 percent, required the issu- 
ance of orders, and of these only 908, or 2.9 percent, were appealed to the Tax 
Court. Under the present act, through June 30, 1958, agreements were reached 
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in 2,952 of the 3,202 cases in which excessive profits were determined. Orders 
aggregated only 250, of which 70 have been taken to the Tax Court. 

Even granting that contractors are impelled by various considerations to 
accept rather than contest the determinations of the renegotiation authorities, 
it is inconceivable, as we have indicated above, that these determinations would 


have received such widespread industry acceptance had they not been generally 


regarded as fair and equitable and were the objectives of the law not fully 
understood. In proposing the elimination of the procedures by which these 
results were achieved, the bill ignores the teacings of practical experience under 
the act. 

It is no answer that it would not be necessary to resort to the formal pro- 
cedures contemplated by the bill except when the Board and the contractor were 
unable to agree on the existence and amount of excessive profits. Not know- 
ing in advance which cases will result in agreement, the Board would be 
obliged as a practical matter to invoke such procedures in every case from the 
outset. The alternative would be absurd and wasteful—i. e., for the parties to 
pursue the existing procedures in an effort to reach an agreement, and then, 
finding themselves in disagreement, to go parrot-like over the whole ground 
again, only this time making a record through formal testimony. The formal 
hearing would not afford the contractor any greater opportunity to adduce any 
evidence, written or oral, than it would have had during the extended informal 
negotiations with, first, the regional board renegotiator and accountant, then the 
regional board members comprising the panel assigned to the case, and finally, 
the statutory board members comprising the division assigned to the case on 
review. In each instance these are face-to-face negotiations, and the contractor 
is furnished, upon request, a written statement of the facts and reasons serving 
as a basis for the regional or statutory board action, as the case may be. 

It is difficult, also, to understand what purpose would be served by the formal 
hearing at the Board level. It would be conducted, apparently, not with any 
hope or expectation of reaching an agreement, but only for the purpose of com- 
piling a record of the facts upon which the Board’s determination was based 
(available to the contractor even now in written form, upon request). Yet the 
formal record so compiled would be laid aside and availed of no further, for 
the de novo character of the ensuing proceeding in the Tax Court is expressly 
preserved by section 3 (b) of the bill. 

In emphasizing that the new administrative procedures would be in addition 
te, and not in lieu of, the de novo trial available to the contractor in the Tax 
Court, subsection (b) only compounds the unwisdom of the proposed amend- 
ment. The Supreme Court has already ruled that one such proceeding is suffi- 
cient for due process, saying (Lichter, supra, pp. 791-792) : 

“As to the effect of the statute and of the course of action taken, we hold that 
the statute did afford procedural due process to the respective petitioners but 
that none of them made use of the procedure so provided for them. Consistent 
with the primary need for speed and definiteness in these matters, the original 
administrative determinations by the respect Secretaries or by the Board were 
intended primarily as renegotiations in the course of which the interested 
parties were to have an opportunity to reach an agreement with the Government 
or in. connection with which the Government, in the absence of such an agree- 
ment, might announce its unilateral determination of the amount of excessive 
profit claimed by the United States. This initial proceeding was not required to 
be a formal proceeding producing a record for review by some other authority. 
In lieu of such a procedure for review, the Second Renegotiation Act provided 
an adequate opportunity for a redetermination of the excessive profits, if any, 
de novo by the Tax Court. ‘The demands of due process do not require a hear- 
ing, at the initial stage or at any particular point or at more than one point in 
an administrative proceeding so long as the requisite hearings is held before 
the final order becomes effective. Opp Cotton Mills v. Administrator (312 U. S. 
126, 152-1538.)” ' 

We know of no justification or precedent for two such proceedings, each an 
original proceeding and each a virtual duplicate of the other. Any such pro- 
cedure would be indefensibly wasteful of both time and money. It is to be 
remembered that the Joint Committee on Internal Revenue Taxation, in its 
1955-56 study of renegotiation, said (S. Doc. No. 126, 84th Cong., 2d sess., 33) : 

“The time required to dispose of the average renegotiation case in the Tax 
Court is approximately 66 months, whereas the time required to dispose of the 
average case is only about 2 years. The lengthy period required to handle a 
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renegotiation case is apparently due to the complexity of this type of case, 
which in turn necessitates continued requests for extension of time, either by 
the contractor or the Government, after issue has been reached and the case 
is ready for hearing.” 

The proposed amendment would easily double the time required to complete 
a contested case, at the administrative and trial court levels, and then, under 
another provision of the bill (sec. 4), the contractor could appeal the entire 
case to the United States court of appeal. The Board finds this elongated pro- 
cedure utterly irreconcilable with the complaint often voiced in some quarters 
of industry that renegotiation even as presently administered takes too long 
and costs too much. 

Finally, in view of the relatively small number of instances in which renego- 
tiation proceedings have failed to yield agreements between the Government 
and the contractor, there is no need or practical utility to be served by inter- 
posing, between the informal administrative proceeding and the formal Tax 
Court proceeding, another intermediate formal proceeding under the aegis of 
the administrative agency. 

It is also apparent that the adoption of section 3 of the bill would necessitate 
revision of the limitations provisions now contained in the act. These allow 
the Board only 2 years in which to complete renegotiation after it has been 
commenced. 

If it be suggested that a record be kept at the Board level and that the Tax 
Court proceeding be converted into a review of such record rather than retained 
as a de novo hearing, it will be recalled that this same proposal was made when 
the World War II renegotiation law was under consideration by the Congress. 
It was rejected in favor of the system of informal administrative proceedings 
and de novo judicial proceedings. See 90 Congressional Record, pp. 531-535. 
The considerations deemed controlling at that time were also considered deci- 
sive when the 1951 act was enacted, and are equally valid today. 

These legislative events, as summarized in the brief for the Government in 
the Lichter case, supra, are revealing: 

“The act, as amended by the Revenue Act of 1943, does not require a full 
hearing before issuance of the renegotiation order. It was for that very reason 
that a trial de novo in the Tax Court was authorized by the Revenue Act of 
1948. Opposition has been voiced against granting such a trial. The then 
Senator Truman objected that ‘it is not its [the court’s] proper function to try 
to do the job all over again’ (90 Congressional Record, p. 531), and offered an 
amendment providing for review to be had on the basis of a statement fur- 
nished by the War Price Adjustment Board as to the reasons for its decision 
(90 Congressional Record, pp. 531, 535). 

“Senators George and Clark objected to this proposal upon the ground that 
adequate review could only be had on a full and formal record; that, therefore, 
‘either a record must be kept in the hearing below * * * before the Board * * * 
or else a trial de novo must be had’ (90 Congressional Record, p. 534) ; and that 
‘the administrative officers * * * much prefer to have a proceeding de novo 
in some court, rather than to have the Board keep a record’ with the resulting 
‘slowing down and bogging down’ of ‘the whole renegotiation system’ (90 Con- 
gressional Record, p. 534). The Truman amendment was accordingly rejected 
(id., 585). It was understood by all that if a contractor desired a full hearing, 
with all the safeguards required by due process, he could obtain it in the Tax 
Court.” 


The administrative officers referred to in the above quotation comprised an 
impressive list of Government officials headed by Under Secretary of War Robert 
P. Patterson, one of the principal architects of statutory renegotiation as we 
know it today. 

For the Board to keep a record in all cases, as it would be obliged as a practical 
matter to do, rather than for the Tax Court to make the record in the mere 
handful of cases appealed to that court, would indeed slow down and bog down 
the whole renegotiation system. A similar blockage would ensue even if the 
Board record were required to be made only at the request of the contractor in 
nonagreement or impasse cases, which might reasonably be expected to increase 
greatly in number. 

As we have shown above, any system of Board hearings on the record wouid 
make the administrative procedure far more costly and protracted than it now 
is. The headquarters and regional staffs of the Board would have to be greatly 
augmented by additional professional personnel, mostly accountants to perform 
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detailed fnanciai audits and lawyers to serve as hearing examiners or as Gov- 
ernment trial counse]. Both the Board and the ccatraciors would be obligcd 

elupivy and produce expert witnesses to fortify their positions on the record. 
Forma! trials would engender the deleys inevitably incident to meeting the 
convenience of examiners, counsel, and witnesses. Also, the complicated finan 
cia) and production data involved in renegotiation cases does not lenc itself easily 
fo presentaiion ©, formal examination and cross-examination of witnesses at 
the tria! or by deposition, but all the evidence would have to be so presented, 
then supported by legal briefs, and finally sifted and adindicated in formal 
findings of fact and conclusions of iaw. 

Last, the present procedure provides a trial de nove by an independent tri- 
bunal before which the Government’s case js presented by attorneys from th: 
Department of Justice. This is distinctly preferable to a protracted adversary 
contes’ before the Board itsell, with the Government's case being presented by 
employees of the tribunai deciding the case. 

At this point it may be pointed out that to a large extent the Board already 
complies with the provisions of section 4 of the Administrative Procedure Act 
relating to public participation in rulemaking, a'though such compliance is 
not reyuired of the Board. The main impact of section 3 of the bill, therefore 
would be to apply the previsions of section 5 of the Administrative Procedure 
Act to the functions exercised by the Board. As indicated above, the Board 
believes that the Dasic guaranties embodied in section 5 of the Administrative 
Procedure Act, with respect to adjudications, are adequately preserved to con- 
tractors in renegotiation proceedings as now constituted. The enactment of 
section 3 of the bill is neither required by constitutional considerations nor war- 
ranted by practicai considerations. 


Section 4. Judicial review of Tar Court decisions in renegotiation cases 

This section would provide for judicial review of Tax Court decisions on 
the amounts of excessive profits in renegotiation cases. Any contractor or sub- 
contractor aggrieved by a determination of the Board may petition the Tax 
Court for a redetermination of the amount of excessive profits realized by such 
contractor or subcontractor. At the present time, by express provision of sec- 
tion 108 of the act, the Tax Court is the final authority in such cases on the 
amount of excessive profits. Appeals on constitutional or jurisdictional grounds 
may be taken from its decisions, but no appeal may be taken on the issue of 
the amount of excessive profits. 

In selecting the Tax Court as the forum for judicial redetermination of de- 
terminations made by the Renegotiation Board, and as the final arbiter of 
the amount of a contractor’s excessive profits, the Congress was motivated by 
the fact that the Tax Court, as a result of its experience in matters of income 
taxation and excess-profits taxation arising under the Internal Revenue Code, 
is uniquely equipped to pz s final judgment upon the amount of a contractor's 
excessive profits. Obviously, before excessive profits can be determined, the 
extent of the contractor’s profits must first be determined. This necessarily 
involves such detailed legal and accounting questions as the adequacy of the 
contractor’s accounting methods to reflect income, costs and profits; the ac- 
cruability of particular items of income in a given fiscal year; the allowability 
of particular items of cost or expense, the fiscal year in which such amounts 
are allowable, and the allocability thereof to the performance of renegotiable 
contracts and subcontracts. The determination of the reasonableness or ex- 
cessiveness of the resulting profit requires, of course, an evaluation of the con- 
tractor’s performance of such contracts in the light of all the economic, fi- 
nancial, and business considerations involved in the judgment factors prescribed 
in the act. The Tax Court is peculiarly well constituted to deal with such 
mutters. 

When the 1943 act was passed and the Tax Court remedy was incorporated in 
the law, the Ways and Meaus Committee in report-ag the pill said (H. Rept. 
No. 871, 78th Cong., Ist sess., p. 77) : 

“The Tax Court of the United States is peculiarly fitted to determine what is 
fair price and what is fair profit, having long been engaged in the determination 
of similar questions and being thoroughly equipped for this purpose.” 

In the House, Congressman Disney, a member of the committee, gave the 
following explanation (89 Congressiona)] Record 9929) : 

“The Tax Court was chosen to perform this function for four principal rea- 
sons. The first is, that the Tax Court deals with very similar problems under 
the excess-profit tax. The second * * * is the fact that {its} judges hold court 
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all over the United States and hence the contractor will not have to come to 
Washington to be heard by the court. The third is that the use of one forum 
will bring about uniformity in development and application of the principles of 
decision ; and the fourth is that a forum had to be chosen upon which Congress 
could impose the duty of deciding the nonjudicial question as to the amount of 
excessive profits * * *.” 

The Tax Court accordingly was made the final authority on the “nonjudicial” 
question of the amount of excessive profits. 

Such action was not without precedent. In the field of excess-profits taxation, 
referred to by Mr. Disney, the Tax Court had already been given exclusive and 
final jurisdiction, which it still has today, to review the Commissioner’s dis- 
allowances of claims for relief under section 722 of the Internal Revenue Code 
of 1939 (see sec. 732 (c)). 

Only 2 years ago the Joint Committee considered anew the advisability of 
continuing or curtailing the final authority of the Tax Court in renegotiation 
matters. It recommended against any change. The staff of the Joint Committee 
wrote (report, p. 34) : 

“There is now pending before the Senate Finance Committee S. 2282. This 
bill would amend the present law to allow appeals from the Tax Court to United 
States courts of appeal and to the United States Supreme Court on the question 
of excessive profits. Thus, the application of the statutory factors for determin- 
ing excessive profits would become an appealable question. 

“Appeals could be taken from the Tax Court in the same manner as appeals 
from district courts in civil cases tried without a jury. If the appellate courts 
found that there was no evidence in support the decision on excessive profits, the 
case would be reversed. 
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“It is believed that the present appellate procedure in renegotiation cases is 
adequate. S. 2282, which would permit appeals from the Tax Court in all cases 
might unduly prolong the already lengthy appellate process. The Tax Court 
should remain the final authority on the question of excessive profits, and its 
judgment on this point should not be reviewed by the appellate courts on the 
question of whether there was evidence to support the decision.” 

The Joint Committee itself expressed its recommendation as follows (report, 
p. 4): 

“8. The present procedure for appealing renegotiation cases to the Tax Court, 
and from the Tax Court to higher courts, should not be changed.” 

No reason has been advanced for reaching any other conclusion on this matter 
at the present time. 

CONCLUSION 


For the reasons hereinabove stated, the Renegotiation Board recommends 
against enactment of any of the provisions of H. R. 13092, except section 1 thereof. 

The CuarrMan. Are there any questions ¢ 

Mr. Simpson will inquire, Mr, Coggeshall. 

Mr. Simpson. I am interested in the regional boards. By whom are 
they named ¢ 

Mr. CocersHatu. They are constituted by the Board itself, under the 
power of delegation which he have in the statute. 

Mr. Stmpson. And how many of them are there? 

Mr. CocersHaLu. Three: New York, Detroit, and Los Angeles. 

Mr. Srupson. And the personnel are selected by the Board here in 
Washington ? 

Mr. CoacesHa.u. Yes, sir. 

Mr. Simpson. Of which you are the Chairman ? 

Mr. CogcesHauu. I am the Chairman, and I think I inherited the 
chairmanship some 3 years ago. At one time we had 6 regional boards 
and we have reduced them to 3. 


Mr. Simpson. Could we have those names? You may put it in the 
record, 
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Mr. Cocerstati. I will put it in the record, and it is in our report, I 
think. 


The CuarrmMan. Without objection then, that will appear in the 
record. 
(The information is as follows :) 


DETROIT REGIONAL BOARD 


Ruddon, Raymond W., chairman 
Dodd, Charles W., board member 
Donovan, Edward J., board member 
Gallup, Elias, board member 

Ross, Stuart C., board member 
Tilton, Arthur B., board member 


LOS ANGELES REGIONAL BOARD 


Thomas, Hayward C., chairman 
Cherry, U. 8S. Grant, board member 
Currier, Donald E., board member 
Smith, J. Howell, board member 
Webster, George M., board member 


NEW YORK REGIONAL BOARD 


Lake, John J., chairman 

Eve, Edward C., board member 

Hurd, Arthur M., board member 
Kohl, Edwin P., board member 
MacIntyre, A. P., board member 
Yallalee, Charles H. P., board member 


Mr. Stmpson. These individuals may determine whether a con- 
tractor is to be renegotiated if the amonut of earnings aggregate 
$800,000 ? 

Mr. CoccesHati. That isn’t quite right, sir. We decide whether or 
not that is done. We decide at headquarters and we assign a case to 
the field for renegotiation, and if the renegotiable profits are less than 
$800,000, an agreement reached in the field in what we call a class B 
case is final and binding on its terms. 

Mr. Stwpson. And you uphold the field under those circumstances ¢ 

Mr. CoceesHatt. We have nothing to do with it when the agree- 
ment is reached in cases of less than $800,000 profits. We might find 
occasion for criticism of their view and send them word from time to 
time, because our job is to see that settlements in different parts of the 
country bear proper relationship to each other. They may make a 
mistake one way or the other. 

As a rule there isn’t a mistake made on an agreement reached for a 
sizable refund which would be too high. As a rule that is impossible. 
It occurs occasionally. 

If they disagree or if they don’t enter into agreement, they issue an 
order, and we initiate a review on our own part, or at the request of 
the contractor, within 90 days. 

Mr. Stwpson. What percentage of the contracts renegotiated arise 
from the national defense, or the Department of Defense ? 

Mr. CogeGEsHALL. In amounts well over 90 percent. 

Mr. Simpson. Ninety percent, you say ¢ 

Mr. CcccrsHaty. Well over 90 percent. 

Mr. Stupson. Where do the other percentages come from ¢ 
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Mr. CoccesHatt. Atomic Energy Commission, General Services 
Administration which is rather low, and we discussed that in this 
committee 2 years ago. From the General Services Administration, 
what comes in largely is specialized purchasing for the Defense De- 
partment, namely aircraft tires, and the machine tool pool, and 
standard items are either exempted by the Board or they come in, 
generally speaking, under the standard commercial article exemp- 
tion which was so greatly liberalized 2 years ago. 

Mr. Srupson. I recognize that you are asking for an extension of 
the law as it is. 

Mr. CoacrsHaLL. We don’t ask for the extension. We support the 
Defense Department. 

Mr. Simpson. What is the objection to confining renegotiation to 
national defense and atomic energy ¢ 

Mr. CoeersHaLL. Well, as to the only other agency, the Commerce 
Department requested the inclusion of the Maritime Board, and the 
Maritime Agency, that was at the request of the Commerce Depart- 
ment. The President put it in and the Commerce Department re- 
quested continuance. 

The General Services Administration requested the continuance be- 
cause of special purchases principally for the military, namely tires, 
and the machine tool seul Those departments are the ones that 
asked for it themselves. 

Mr. Simpson. My question is, From your experience, what is the 
justification for it? The amounts involved are picayunish. 

Mr. CoeGesHAL. I would say partly for the sake of the contractor. 
I was interested in some of this discussion. 

Mr. Stmpson. What is that ? 

Mr. CocersHaLy. For the sake of the contractor who comes under 
renegotiation. Generally speaking, materials purchased by the Gen- 
eral Services Administration would be where there is only a moderate 
profit to all intents, and I believe very strongly that if you are to 
have renegotiation, it is only fair to the contractor that you look at 
the results of the defense dollar rather than just a particular con- 
tract. If we go back to the history, the very first act in 1942 just 
provided for renegotiation contract by contract, and it ended up that 
there was a great holler because in the contracts in which they found 
excessive profits, there was no offset of those which had low profits or 
losses. 

One of the most glaring examples of the inequity, I say, to the 
contractor, came to a head in the Tax Court last year. It was the 
case of the Remington Arms Co. for its 1948 or 1944 year. They 
had requested exemption of a particular contract, because it was so 
risky and so forth, and under the 1943 act the secretaries of the de- 
partments had the right to make an exemption. Secretary Stimson, 
or Judge Patterson for him, exempted what was considered a very 
risky contract taken on by Remington Arms. Mr. Donald Carpenter, 
I believe, asked for the exemption, and he got it. 

Well, it turned out he was quite right in his estimate of the risk, and 
they lost on this $10 million contract something like $4 million. There 
was a finding on his renegotiable business of something like $4.5 mil- 
lion—and I am drawing on my memory—made by the Philadelphia 
Ordnance Department. But they listened to the contractor in their 
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—— board. It was a field office at that time, but it was a case 
subject to approval by the War Department Board, and because they 
lost $4 million on the contract which had been exempted from re- 
negotiation they entered into a clearance agreement with the com- 
pany, subject to the approval of the War Department Board. That 
board felt that that was utterly improper, because the company had 
specifically obtained exemption of that contract from renegotiation 
and it was outside of the picture. 

The case was taken to the Tax Court and was settled only last year 
It was there from 1945, I believe, until 1957—12 years in the Tax 
Court—and it was ultimately settled at $3,750,000. Now the exemp- 
tion of that particular contract clearly cost Remington Arms that 
money. If you are to have renegotiation at all, my experience is 
that it is only fair to the contractor as well as the Government that, 
so far as possible, you look at the whole defense dollar. 

Mr. Simpson. Well, you are urging now an extension of renegotia- 
tion into the areas where we don’t have it today, into the areas where 
competitive bids are made. 

Why would you provide for those contracts ? 

Mr. CoccrsHatu. The Defense Department isn’t urging extension 
of renegotiation in any other field than where it exists. [ will point 
out that through the standard commercial exemption provisions of the 
law, this field in which I would say you are properly concerned, Mr. 
Simpson, many bid items can be exempted. It is at the option of the 
contractor, however, and he doesn’t have to apply for the standard 
commercial article exemption, and he doesn’t have to take it, if he 
thinks it is to his benefit to leave it there. 

Mr. Stupson. To what extent if at all are any penaities or sanctions 
imposed against a contractor against whom a decision has been made 
as a result of renegotiation, w ho refuses or fails to settle and goes into 
court? Is there any record of the Government refusing to make fur- 
ther contracts with him ¢ 

Mr. CocersHaALu. Not that I know of. 

Mr. Srmpson. Or refusing to permit him to go ahead with the job 
on which he has been wor king? 

Mr. CocersHatyt. None whatsoever that I know. As a matter of 
fact we are very happy that under the 1951 act, there was added a 
provision that did not exist in the wartime act, and which was em- 
bodied at the recommendation of my predecessor, Mr. Roberts, and 
Mr. Grier, then our counsel, myself, and Mr. Fensterstock, our counsel 
with me here today. 

Under the wartime provision if a contractor didn’t enter into an 
agreement and they issued an order, you couldn’t grant him terms of 
payment. He took the attitude that a pistol was held at his head, say- 
ing “If you enter into an agreement for $5 million, you can have 2 or 3 
or 4 years to pay according to the circumstances, but if you don’t 
agree you have to pay within 30 days. e 

We felt that was very improper, and we recommended that a pro- 
vision be put in that on application of the contractor in the case of 
issuance of an order, that he is entitled to request terms from us and 
they are granted on the same basis as if he had entered into an 
agreement. 
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Mr. Simpson. That is his connection with you, as a member of the 
board, and himse!*, but what about the department fer whom he is 
filling a contract ‘ 

Mr. CogersHALL. So far as I knew, if he fails to psy the department 
willhcld up. They have the power the law, if he faiis to pay, they 
will withhold payment to satisfy the inding. 

Mr. Simpson, i that account to a large extent for the failure 
m the part of the contractors to go into court, and begin de novo 
on their claims ’ 

Mr. Coecrsn au. No; i would say not, 

Mr. Simpson. Becaus se th 2y would lose their contracts / 

Mr, CoacesHau.. No, you misunderstood me. Li there was a find- 
ing of excessive profits covered by an order, and the contractor didn’t 
satisfy the order, the Department of Defense would hold payments on 
open contracts to suiisfy the finding unless he entered into terms of 
payment with us. 

Mr. Simpson. That is even worse, it seems to me, he has no money to 
go ahead and conduct his business. 

Mr. Coacesuaty. I knew that to happen many times during the 
war. 

Mr. Simpson. The effect is that once you issue an order without 
benefit of a court, once you issue an order, the Department of Defense 
says “unless you settle this right now you get no more orders.” 

‘Mr. Cocorsuaun. I don’t think that they say that. The contractor 
can come to us and arrange terms of payment. 

Mr. Simpson. I am asking you, and I hear that that is so, that they 
crack down on the fellow, and that accounts for the very high percent- 
age of cases. 

Mr. CoecrsHALL. You would have to turn to Mr. Dechert on that, 
and we have never seen any evidence of it. 

Mr. Decuert. It is not so, to the best of my knowledge. 

Mr. Simpson. What is the effect if you were the contractor and they 
refused to pay you, because you hi idn’t settled your claim on account 
of renegotiation’ You are the contractor, and the Government would 
say, “We won’t pay you any more.” 

Mr. Decurrr. [ think perhaps Mr. Coggshall didn’t make his poini 
entirely clear. His point on that was, I believe, that if there was a 
final order which was not appealed from, and if the concern involved 
then didn’t pay, obviously the Government is going to take steps to 
collect. 

But if the concern takes an appeal, it is just as if the order had 
never been issued 

Mr. Simpson. You go ahead and pay him if he takes an appeal’ 

Mr. Decuert. Surely; he posts a bond. If he takes an appeal we 
treat it as an unsettled Sines entirely. 

Mr. Siwpson. Suppose he takes an appeal, do you go ahead and 
contract with him again ? 

Mr. Decuert. Yes. I suggest that you ask Mr. Allen of Boeing 
about this when he testifies. 

Mr. Simpson. I have some stories that don’t quite jibe with that. 

The CHairman. Are there any further questions ? 

Mr. Decuert. Mr. Chairman, may I say one thing in answer to 
something Mr. Simpson brought out? He was asking about other 
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Government agencies, and I want again to record the fact that if the 
President signs the new space agency bill, as he is expected to do 
momentarily, that will create a new agency that hasn’t been ae 
before, as to which the conditions will be even more extreme that 
they are in the Defense Department. 

Mr. Curtis. Maybe they can start out on the other basis, of get- 
ting their procurement officers to put in renegotiation clauses where 
it is necessary. 

The very illustration you give of the type of thing that the GS/ 
is procuring for the military, I think, goes to the point I have been 
trying to make. You mentioned airplane tires and machine tools. 
I am sure those are the types of items that are standard enough so 
that you can have competitive bidding on them and certainly you can 
estimate costs. 

What justification is there for including items of that nature in a 
renegotiation ? 

Mr. CoccrsHay. It wasn’t requested by us. It was because of the 
vast expenditure which was made in the machine tool field, running 
over $f billion a year for some 3 years. 

Mr. Curtis. This business of the amount of expenditure is not im- 
portant. I don’t understand what bearing it has on the issue here. 
As a matter of fact, I would say this: The more we spend in these 
things, the more it requires direct orderly procedure to be sure we 
get our dollars worth. What I am talking about is what procedure 
is the best to get the most for our money. 

The very fact that the amount of money spent is great makes it 
more important that our procedures are right. The question is this: 
The justification for renegotiation board acting in areas on the ground 
that you cannot estimate ‘the costs at the time you enter into the con- 
tract. I presume that we all agree that the most efficient way of pro- 
curing in the long run is by competitive advertised bids. Isn’t that 
correct ? 

Mr. CoccrsHALL. I would say so, yes, as a general rule. 

Mr. Curtis. Well, on the very illustrations that you give then, I 
would say airplane tires and machine tools demonstrate that if we 
would set up correct procedures in procurement we would do a lot 
better in the long run of getting our dollars worth than we do by 
having the renegotiation procedures applicable. 

The next question is this: I think this is a part of the same ques- 
tion in a way, but I was very interested in the illustration you gave 
of the company that wanted to apply its losses in 1 area against 
the profits in another, and 1 area was found to not be subject to 
renegotiation or was excluded, and I presume for logical reasons. 
Many people lose money on the bid that they make, and that is part 
ofthe game. It is part of the competitive system. 

Now then, the thing that strikes me is this: In a military contract, 
taking an airplane as an example, many of the parts of the contract 
have to do with actually common-use items, and items that can be 
procured in competitive bidding through subcontracting and so forth. 
Yet, under this system of rigid renegotiation where it goes before a 
board, as I understand it the entire contract is renegotiated, even 
though it might include something like seats, or radios, or things 
like that that go as part of the airplane itself. If the contractor 
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happened to lose a little money in that area, he can under this pro- 
cedure be compensated against an excess profit in the area where the 
costs could not be estimated. Am I right about that? 

Mr. CoccrsHa.u. That is right, sir, and that concept was introduced 
by Judge Patterson in the first revision of the 1942 act, because there 
were a number of contractors who found themselves doing a perfectly 
good job, an excellent job for the War Department and the Navy De- 
partment, and there was no separate Air Force then, but also for the 
Army air forces, and doing an excellent job and finding their profits 
excessive on individual contracts and taken away, and no considera- 
tion to losses on others, even if they were in the red overall. 

Mr. Curtis. All right. 

Mr. CoccresHati. They introduced a concept of overall renegotia- 
tion, that all receipts and all accruals in a fiscal year under all of 
the contracts you were operating on were to be treated as if they were 
under one contract. 

Mr. Curtis. We are getting back to how we can save money and get 
the most of our dollar. 1 suggest that if we would follow the standard 
that the only thing we renegotis ated is that which meets this test of 
being unable to estimate the cost, and even in overall contract, the 
renegotiation aspect of it applying to that, I am suggesting that the 
better way to handle that is by having in specific contracts your specific 
provisions for redetermination and renegotiation and have it be done 
that done that way rather than through this rigid process of renegotia- 
tion boards. 

Why don’t we retain the good part that the Renegotiation Board 
might achieve, and at the same time retain the other good features 
that we would gain by following more orderly procurement practices. 

Mr. CogcEesHa.u. The outcome of that, as I see it, Mr. Curtis, would 
be to put it in the hands of 1,000 or 2,000 or 3,000, and I don’t know 
how many contracting officers there are in the Defense Department. 
I would say at least 3,000. It would be put in their hands to decide 
whether or not a contract should be subject to renegotiation. I don’t 
think that the Congress, thinking it through, and in view of the testi- 
mony and record developed by the Armed Services Committee headed 
by Mr. Vinson, and the Military Appropriation Committee headed by 
Mr. Mahon, would indicate that that would be the best way of looking 
after the public interest. 

Mr. Curtis. Well now, that is the issue. I suggest, sir, that that 
is the best way, to place responsibility on the part of trained person- 
nel. 

I am assuming that they are honest and hard working, and I 
think that you will agree with me that in 99.9 percent that is what we 
are talking about. When we get the other aspect of it we will take 

‘are of that through other laws. But essentially if we would place 
the responsibility upon our procurement officers and not have this sort 
of crutch.that Mr. Mason has pointed out, we would end up with 
more orderly procedures and get more for our dollar. 

Now, I am impressed by the fact that your board and the Defense 
Dep: irtment have got jumbled arguments, and they come in and say, 
“the reason we want to continue this is because of these items that 
ho one can estimate the cost of.’ 

I will certainly favor a renegotiation act when we have to procure 
in haste, but I know that that is a second best system. 
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Now, when we can procure more orderly, I would prefer to see us 

stablish a system that is orderly and would produce these things. We 
are talking about the same objectives, and it is just a question of how 
is the best way to proceed. 

For the reasons I have suggested, I think we would do well to aban- 
don this method and to resort to reliance upon trained personnel who 
are experienced in the particular items that they procure, and place 
the responsibility on them and pinpoint the items in the contract 
that meet this criteria where you cannot estimate your costs. 

I think the Government in the long run would get a lot more for 
its dollar. 

The Cuairman. Are there any further questions ? 

Mr. Curtis. I have one other thing. I wonder if you would pre- 
pare a comment on the statement that I have called attention to and 
put in the hearings by these members of the Small Business Com- 
mittee ? 

Mr. Coecrsuav. I haven't seen it yet. 

Mr. Curtis. Would you prepare a comment on that for the record ? 

Mr. CoaGEsHALL. Yes. 

The CHairman. That will appear in at this point in the record. 

(The information is as follows:) 


STATEMENT OF THE RENEGOTIATION BOARD ON H. R. 13561 AND OTHER IDENTICAL 
BILLs TO AMEND THE RENEGOTIATION AcT OF 1951 To ASSIST SMALL BUSINESS, 
AND FOR OTHER PURPOSES 


H. R. 13561 is one of a series of identical bills introduced on July 28, 1958, 
to amend the Renegotiation Act of 1951 to assist small business, and for other 
purposes. 

The Renegotiation Board recommends against enactment of any of these 
bills. For convenience, the comments of the Board will be directed toward 
H. R. 13561. 

THE REASONS FOR THE BILL 


In his explanation of the bill (vol. 104, Congressional Record, p. 14021, daily 
edition, July 28, 1958), Representative Hill states that, until the Renegotiation 
Act is either terminated or modified as proposed in the bill, “‘we will continue 
to see independent business disappearing from the defense production picture.” 
It is a matter of record that such concerns are steadily increasing their par- 
ticipation in the defense program. Defense Department figures show that 
approximately $3 billion in defense contracts were awarded to small business 
in. 1954. This amount steadily increased until it reached $3% billion in 1957, 
a development which we find it hard to reconcile with the assertion by Mr. 
Hill that the Renegotiation Act of 1951 is the “No. 2 handicap” of the smaller 
manufacturer engaged in defense business. 

Perhaps the most striking feature of the bill is that, although it purports 
to be in aid of small business, in its most salient provisions it provides substan- 
tial and unwarranted exemptions for the whole body of defense contractors, in- 
cluding the great airframe manufacturers who perform chiefly under prime 
contracts of the types which the bill would exempt from renegotiation. Indeed, 
the principal beneficiaries of the bill might well prove te be the “top 100 
defense contracting firms’’ with respect to whom Representative Hill agrees 
that renegotiation is necessary. As we shall point out, to the extent that the 
bill does attempt directly to assist small business, its provisions are unneces- 
sary. The remaining provisions are subject to other serious objections. 

From its inception the Board has been fully cognizant of the importance 
of small business to the national defense and the general welfare. This aware- 
ness was promptly expressed in its regulations. More recently, in 1956, by 
cooperation with the Cabinet Committee on Small Business (and not “at the 
direction of the President,” as Mr. Hill states), these regulations were 
amended as hereinafter shown to make even clearer the Board’s fixed policy of 
encouraging subcontracting to small business to the maximum extent possible 
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consistent with the purposes of the Renegotiation Act. This reassurance on 
the part of the Board, together with certain 1956 changes in the law itself, was 
favorably cited by the Cabinet committee in its report as follows: 

“Certain provisions of the renegotiation law and policies of the Renegotiation 
Board also bear on the participation of small business in Government procure- 
ment. Perhaps the feature that is most helpful to small business is the recent 
legislation that allows a business to do up to $1 million of renegotiable business 
in any one year without being subject to renegotiation proceedings. Under other 
important provisions of recent legislation, all firms with less than $1 million 
of defense business in a year are relieved of the requirement of filing data with 
the Renegotiation Board, a requirement which was often especially onerous to 
small concerns; losses sustained on renegotiable business may be carried forward 
2 years instead of 1, as formerly; and the exemption of standard commercial 
articles has been placed, to a large extent, on a self-executing basis, so that it 
may be applied by contractors themselves without their having to submit exemp- 
tion applications to the Board. Finally, the Board recently amended its regu- 
lations to make it perfectly clear that subcontracting, particularly to small con- 
cerns, is given favorable consideration in the renegotiation of defense contracts.” 

The President recognized the beneficial effect of this clarifying regulation in 
his Economic Report of January 1957 as follows: 

‘“* * * Third, through amendment of its reguiations, the Renegotiation Board 
has made it clear that subcontracting, especially with small concerns, is given 
favorable consideration in the determination of allowable profits, although the 
allowable profit to a prime contractor on subcontracted work may not be as large 
as on the work that he does himself.” 

Thus, the Board’s past actions demonstrate its cognizance and implementation 
of the national policy set forth in the bill under discussion. 


Section 1. Declaration of purpose and policy 


This section of the bill declares it to be the policy of the Congress and the pur- 
pose of the bill to (1) encourage subcontracting to provide incentives for small 
and independent business concerns, (2) encourage subcontracting to the maxi- 
mum extent, and (3) expand the Government procurement base to provide in- 
centives and encouragement to small and independent business concerns. 

The Board subscribes to these general principles. However, if the succeeding 
sections of the bill are not to be enacted, as the Board recommends, this section 
obviously is unnecessary. 


Section 2. Encouragement of subcontracting 


This section of the bill would add to the section of the Renegotiation Act set- 
ting forth the factors to be considered in determining excessive profits (sec. 
103 (e) ), the following: 

“In determining excessive profits, favorable recognition must be given to sub- 
contracting to small and independent business concerns; and a contractor or sub- 
contractor who achieves economies through the program of the Department of 
Defense and the Small Business Administration to increase the share of small 
and independent business concerns in military procurement shall, subject to other 
onsiderations set forth in this subsection, be provided incentive rewards through 
proportionately higher profit allowances. For purposes of the preceding sen- 
tence, the term ‘small and independent business concerns’ as of any time has the 
meaning then agreed to by the Department of Defense and the Small Business 
Administration.” 

In the opinion of the Board the first clause of this proposed amendment is 
unnecessary because it merely duplicates the provisions of section 1460.14 (b) 
(3) of the Renegotiation Board Regulations, which reads as follows: 

“(i) Defense production needs and the policy of Congress require that sub- 
contracting, particularly to small-business concerns, be used to the maximum 
extent practicable Although a contractor who subcontracts work may not 
reasonably expect to be allowed as large a profit thereon as if it had done the 
work itself, subcontracting of the kind described in this subparagraph, especially 
the extent to which subcontracts are placed with small business concerns, will 
be given favorable consideration in the renegotiation of the contractor. 

“(ii) A contractor will be given favorable treatment when, by subcontracting, 
it utilizes in the defense effort facilities and services, particularly of small- 
business concerns, which might otherwise have been overlooked or passed by ; 
when it has demonstrated its efficiency and ingenuity in finding appropriate 
opportunities for subcontracting; when the amount of subcontracting so accom- 
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plished is substantial; when the amount or complexity of technical, engineering, 
and other assistance rendered by the contractor to the subcontractor is sub- 
stantial; and when the price negotiated with the subcontracor is reasonable in 
view of the character of the components produced.” 

The second clause of the proposed amendment is of uncertain meaning. 
However, it seems to provide only for the treatment already prescribed in para- 
graph (ii) of the regulation quoted above. Recognition for achieving ‘“econo- 
mies” is further specifically required by section 108 (e) (1) of the act and sec- 
tion 1460.10 of the regulations, which provide in substance that the Board will 
take into consideration the record of the contractor in achieving lower costs. 

For these reasons the Board does not believe that section 2 of the bill would 
serve any useful purpose. 


Section 3. Exemption of certain contracts and subcontracts subject to price re- 
determination or awarded to low bidders 


This section would add two additional mandatory exemptions to those provided 
by section 106 (a) cf the Renegotiation Act. 

(a) The first of these proposed exemptions would eliminate from renegotiation 
the billions of dollars of procurement resulting from incentive and price redeter- 
minable contracts. This sweeping exemption, of course, goes far beyond assist- 
ance to small and independent business concerns. The fact is, as pointed out 
above and at page 21 of the statement of the Board on the position of the Aircraft 
Industries Association, filed with the committee at the hearing on July 29, that 
the exemption of such contracts would operate almost exclusively to the ad- 
vantage of large prime contractors performing substantial long-term contracts 
of these types. This proposed exemption is similar to that proposed by the Air- 
craft Industries Association. Its effect would be to exempt from renegotiation 
a huge volume of defense procurement. The previous statement of the Board 
shows that this drastic proposal is based upon “premises which are demonstrably 
false and therefore unsound.” 

(b) The second exemption proposed by section 3 of the bill provides that any 
contracts let as a result of competitive bidding shall be exempt from renegoti- 
ation at the option of the contractor, provided such contract “has been awarded 
to the low bidder among three or more responsive and competitive bidders.” 
This exemption or one similar to it has been suggested to the Congress at various 
times in connection with both the enactment and the extension of the Renegoti- 
ation Act of 1951. It was carefully considered by the Joint Committee on 
Internal Revenue Taxation in 1956 and was rejected. The consideration of this 
exemption by the Joint Committee is reflected in the following statement from 
its report (p. 15) : 

“It is often argued that greater reliance on formal advertised competitive 
bidding will make greater use of competitive forces in the economy and reduce 
the need for renegotiation. Successful use of this technique requires a large 
number of suppliers effectively bidding against each other on a product with 
definitive specifications. It is readily seen that this is substantially the situ- 
ation referred to in the discussion of the standard commercial article exemption 
in present law. With this more liberal exemption it will be seen that in fact 
there will not be a great deal of renegotiation in those areas where advertised 
competitive bids are used.”’ 

The proposed exemption is based on the premise that formal advertising 
and competitive bidding in accordance with the requirements of the Armed 
Services Procurement Act of 1947 will always prevent excessive profits. This 
premise, in the opinion of the Board, is not sound. It has been the experience 
of the Board, and we believe of the Department of Defense, that many of the 
uncertainties which justify renegotiation may in fact prevail in areas in which 
it is appropriate to use formal advertising and competitive bidding procedures. 
This is substantiated by the fact that in a substantial number of cases coming 
before it the Board has found excessive profits in contracts let as a result of 
competitive bidding. The principal cause of such profits is that a bidder, 
although striving to bid the lowest possible price, must base his bid upon an 
estimate of costs to be incurred plus some provision for contingencies. It is 
obvious that his estimate may exceed the costs actually thereafter incurred, 
and it is equally obvious that the contingencies which bidders provide for will 
often never occur. The fact that there are three or more bidders does not change 
these inherent reasons why there may be excessive profits in competitively bid 
contracts. 
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For the reasons stated the Board is opposed to the exemption set forth in 
section 3 of the bill. 


Section 4. Mandatory eremptions for standard commercial articles and services 


As one of the requirements for the exemption of a standard commercial article, 
section 106 (e) (4) (B) of the present law provides in substance that at least 
35 percent of the articles claimed to be standard commercial articles must be 
sold in nonrenegotiable channels. Section 4 of the bill would eliminate this 
requirement and provide instead that it shall be sufficient if two or more com- 
petitors of the contractor either stock, or offer for sale in accordance with regu- 
larly established pricelists, “substantially similar articles.” 

This amendment would mean that a purely military article, even one without 
any reasonable counterpart in commercial use, could be exempt from renegotia- 
tion provided only that the article is stocked or sold in accordance with a regu- 
larly maintained price schedule and that substantially similar articles are manu- 
factured or sold in a similar manner by two or more competitors. 

By eliminating the requirement that articles be commercial in character, and 
not even requiring that they be identical in every material respect with such 
an article, as prescribed in the other parts of the exemption section, the amend- 
ment ignores the premise upon which the statutory exemption is based. When 
the Committee of Ways and Means recommended that the Renegotiation Act of 
1951 be amended to provide for the exemption of standard commercial articles, 
it set forth the basis for the exemption as follows: 

“The World War II renegotiation statute contained a permissive exemption for 
standard commercial articles. No such exemption was included in the 1951 act. 
The committee believes that the renegotiation of many items which are freely 
distributed in normal commercial channels, such as ready-mixed concrete, creates 
unnecessary effort and expense on the part of both Government and industry 
without serving any substantial purpose. Competitive pricing of standard com- 
mercial articles should prove, in the ordinary case, an adequate protection to 
the Government against excessive profits.” [Italic supplied. ] 

The proposed amendment completely departs from the basis thus established 
and no longer requires that articles be “freely distributed in normal commercial 
channels, or even be identical in every material respect with such an article, 
in order to qualify for the exemption. Thus it would exempt military items 
sold exclusively to the Government under conditions which might very well create 
an extreme seller’s market and the high prices which are the product of such 
a market. The Renegotiation Act was intended to strike at the very market 
situation which this amendment would eliminate from renegotiation. The Re- 
negotiation Board does not believe that this reversal of the basic concept of the 
commercial exemption is justified. 

It is to be remembered also that the exemption of standard commercial articles 
in the present law is self-executing. It is applied by the contractor himself if 
he considers that he meets the statutory requirements. This part of the exemp- 
tion is to be distinguished from the exemption of (1) articles which are iden- 
tical in every material respect with a standard commercial article, and (2) 
articles in a standard commercial class of articles. For exemption in either 
of these two categories, an application to the Board is required. 

Presumably the term “substantially similar’ in the proposed amendment is 
intended to have a meaning equivalent to the term “identical in every material 
respect” already contained in the exemption section of the act. The latter term 
is defined therein as meaning that articles are of the same kind, are manufactured 
of the same or substitute materials, and are sold at reasonably comparable 
prices. The Joint Committee on Internal Revenue Taxation in its 1956 report 
on renegotiation, speaking of this test of substantial identity, said (p. 26): 

“Since these terms can have such a variety of meanings it is obvious that wide- 
spread abuse could result if they were thrown open to contractors to apply as 
they saw fit. It is recommended, therefore, that the requirement of a filing be 
retained in the case of any contractor who makes his claim for exemption on 
the basis of the substantial identity test.” 

This recommendation of the joint committee was adopted by both the House 
and the Senate in the ensuing legislation. Since the proposed amendment would 
eliminate the important requirement of Board action whenever exemption is 
sought on the basis of a claimed similarity of the contractor’s product to articles 
sold by other contractors, it is evident that it would throw the self-executing 
portion of the exemption open to the very possibility of abuse which the Con- 
gress took care to avoid when it last considered this subject. 
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In the opinion of the Board, the provisions of section 4 of the bill are i) 
advised aad should not be adopted. 


CONCLUSION 


For the reasons set forth in this statement and in the previous statement of 
the Board on the proposals of the Aircraft Industries Association, the Rene- 
gotiation Board recommends strongly against the enactment of any of the provi- 
sions of H. R. 13561. 


The Cuatrman. We thank you for giving us the benefit of your 
views and those of the renegotiation board. 

Our next witness is Mr. William M. Allen. Mr. Allen, will you 
please come forward and identify yourself for the record by giving us 
your name and the capacity in which you appear / 


STATEMENT OF WILLIAM M. ALLEN, REPRESENTING THE AIR- 
CRAFT INDUSTRIES ASSOCIATION OF AMERICA, WASHINGTON, 
D. C. 


Mr. Auten. Mr. Chairman, my name is William M. Allen, and I am 
president of Boeing Airplane Co. and I appear here today on behalf 
of the Aircraft Industries Association. I am assisted by the comp- 
troller of Boeing, Mr. Skein. 

There are also present here today other representatives of the in- 
dustry, Mr. Malcolm Ferguson, president of Bendix Aviation; and 
C. J. McCarthy, chairman of Chance-Vought; Mr. Kindelberger, 
chairman of North American Aviation; Mr. Whitley Collins, presi- 
dent of Northrup; Mr. Robert McCollough, president of Tempko; 
Mr. Robert Charles, executive vice president of MacDonald Aircraft. 

Mr. Chairman, you, I think, have two statements, one of which is a 
printed statement of my own in behalf of the association, and the other 
is the smaller statement financed by the association itself, and which 
contains further detailed information to support our position. With 
your permission, rather than to read either of those statements, I would 
propose that I endeavor extemporaneously with reference to notes to 
summarize the points which we feel are of particular importance to call 
to your attention. 

The CuHarrman. And your entire statement will appear in the rec- 
ord. Without objection, that will be done. 

(Statements referred to follow :) 


[Press release, July 29, 1958] 
AIRCRAFT INDUSTRIES ASSOCIATION, PUBLIC-RELATIONS SERVICE 


The Renegotiation Act is operating to the detriment of the national defense 
effort and if continued in its present form will further impede technological 
progress of the aircraft and missile industry, William M. Allen, representing 
the Aircraft Industries Association, testified today before the House Ways and 
Means Committee. 

Mr. Allen, president of Boeing Airplane Co., appearing with other key aircraft 
industry officials, proposed an amendment to the act which would alleviate the 
inequities creating these problems and still provide controls over truly excessive 
profits. The House committee is considering a 2-year extension of the Renego- 
tiation Act. 

“Our direct experience with renegotiation, and years of study of the problem, 
have led us to the conclusion that the objectives of Congress with regard to 
the encouragement of efficiency and the elimination of excessive profits, in which 
we fully concur, have not been achieved,” he said. 
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Mr. Allen said renegotiation was conceived as a “watchdog” function to elimi- 
nate clearly unreasonable, excessive, and unconscionable profits from defense 
contracting. “Contrary to Congress’ desire,” he stated, ‘the simple concept 
of renegotiation has become a complex, arbitrary process, administered in such 
a way that efficiency and cost reduction by defense contractors is discouraged.’ 

The aircraft company executive pointed out that the Defense Department has 
established a wide variety of contracts, including the incentive type which per 
mits contractors to share in savings realized by cost reduction or to be penalized 
if costs exceed estimates. Confiscation of earnings realized by efficiency removes 
the contractor’s incentive to strive for the very cost reduction for which the 
procuring agency provided the incentive, he said. 

Mr. Allen proposed an amendment to the act which would recognize the 
validity of the earnings provided in the framework of the contract negotiated 
between the procuring agency and the contractor. 

“The renegotiation process,” he said, “is a handful of sand in the American 
economic machine, lessening its efficiency and obstructing the flow of scientific 
thought and new product development. If control is needed, let it be a simple 
valve which will bleed off occasional instances of excessive profits without 
contaminating the basic system.” 


REMARKS BY W. M. ALLEN REPRESENTING THE AIRORAFT INDUSTRIES ASSOCIATION 
RELATIVE TO THE PROPOSED EXTENSION OF THE RENEGOTIATION ACT 


A. INTRODUCTION 


My name is William M. Allen, president of Boeing Airplane Co. I am here 
today to present the Aircraft Industries Association’s position concerning 
renegotiation. 

It has been only on rare occasions that this industry has taken a position 
for or against legislation pending before Congress. However, at this moment, 
when cold war is being intensely fought—and I use this extreme term ad- 
visedly—in laboratories, in experimental and production shops, in flight tests, 
along radar picket lines, and in the day-in and day-out armed patrols in the 
air and at sea, I feel that we have a duty to advise Congress of our considered 
opinion on matters which affect our ability to make the contribution to the 
national defense expected of us by the American people. Renegotiation, I 
believe, falls squarely in this category. 

The aircraft industry has been subject to various forms of renegotiation since 
1941, except for 1946 and 1947. Our direct experience with renegotiation, and 
years of study of the problem, have led us to the conclusion that the objectives 
of Congress with regard to the encouragement of efficiency and the elimination 
of excessive profits, in which we fully concur, have not been achieved. As a 
result, the renegotiation process is operating to a serious degree to the detri- 
ment of the national-defense effort, and, if continued in its present form, renego- 
tiation will further impede the technological progress which is vital to our 
national security. It is, therefore, submitted that a comprehensive review by 
Congress of the objectives of the Renegotiation Act and the effectiveness of 
the renegotiation process itself is in order before the act is extended. A review 
of this important legislation has been previously recommended by the Subcom- 
mittee on Special Investigations of the House Armed Services Committee (the 
Hébert committee) and by the staff of the Joint Committee on Internal Revenue 
Taxation of the Congress of the United States. 

A more complete statement of our views with respect to renegotiation is con 
tained in a document which will be made available to this committee. This 
document includes additional information relative to the industry’s criticisms 
of the Renegotiation Act and its administration, a comprebensive discussion of 
the Department of Defense’s procurement system and negotiating procedures 
as related to the renegotiation process, and further comments with respect to 
proposed amendment to the Renegotiation Act. 


B. OBJECTIVES OF RENEGOTIATION 


The policy of Congress is clearly set forth in the Renegotiation Act itseif: 
“It is hereby recognized and declared that the Congress has made available 
for the execution of the national defense program extensive funds, by appropria- 
tion and otherwise, for the procurement of property, processes, and services, 
and the construction of facilities necessary for the nationai defense; that sound 
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execution of the national defense program requires the elimination of excessive 
profits from contracts made with the United States, and from related subcon- 
tracts, in the course of said program; and that the considered policy of the 
Congress, in the interests of the national defense and the general welfare of the 
Nation, requires that such excessive profits be eliminated as provided in this 
title.” [Italic added.] 

The Honorable Carl Vinson has, on the floor of Congress, expressed in forth- 
right and lucid terms the objectives of renegotiation : 

“Renegotation does no more than prevent or eliminate profits that are clearly 
excessive and unreasonable on an overall basis—profits that it would be clearly 
unconscionable for a contractor to retain from his dealing with his Government 
in circumstances which preclude proper initial pricing. The sole objective as 
well as the net result of a renegotiation proceeding is to make certain that the 
Government has paid no more to a contractor, directly or indirectly, than he 
should, iu good conscience, be entitled to receive in the circumstances—in a word, 
that, from the efforts of the Government to maintain the common defense for the 
common good, he has not accumulated more than a fair return or overall price 
for what he has done. * * *” [Italic added. ] 

I would draw your attention to the brevity and directness of this statement. 
Renegotiation, as conceived by Congress, was simple. It was intended to serve 
a watchdog function; to eliminate clearly unreasonable, excessive, and un- 
conscionable profits from defense contracting. Nothing more was desired. 
However, in recent years it has evolved into quite another matter. Renegotiation 
has now become a medium by which to alter contracting techniques and basic 
earnings rates, the responsibility for which Congress has specifically delegated 
(with definite restrictions) to the Department of Defense. Earnings are being 
confiscated which are not unreasonable, excessive, or unconscionable. Contrary 
to Congress’ desire, the simple concept of renegotiation has now become a complex, 
arbitrary process, administered in such a way that efficiency and cost reduction 
by defense contractors is discouraged. Above all, Congress never intended that 
renegotiation operate in any way to the detriment of the national defense. I 
am here today, gentlemen, because, in our opinion, renegotiation in recent years 
has done just that. 





C. CRITICISMS OF THE ACT 


The industry’s criticisms of the Renegotiation Act, particularly its administra- 
tion, fall into five principal categories. 
It is obsolete. 
It hinders cost reduction. 
It impedes technological progress. 
It is used as a broadsword against the industry as a whole. 
Its criteria are too vague. 


1. The present Renegotiation Act is obsolete 


The Renegotiation Act in its present form had its origin in World War II, 
and still closely resembles the wartime act. At that time, Government expendi- 
tures for defense represented 42 percent of the gross national product, and 
purchases were being made in great haste and, in many instances, with inade- 
quate procurement personnel and techniques. In such an atmosphere, it was 
appropriate and necessary to have a repricing process which would be general 
in its terms and would eliminate excessive profits. Unlike the Vinson-Trammell 
Act, which considered aircraft earnings of more than 12 percent on sales price 
to be unreasonable, no precise standards were incorporated in the act. The in- 
tent of Congress was simply that no company doing business with the Govern- 
ment should be allowed to make excessive profits. The aircraft industry solidly 
supports this principle. 

The act worked reasonably well under the wartime conditions for which it 
was designed. Since then, however, changed conditions have rendered the 
present act obsolete. Although expenditures for defense are still high, they 
have now for several years remained relatively level at about 10 percent of the 
gross national product, or one-fourth the wartime percent. 

More importantly, the Department of Defense since World War IT has estab- 
lished within the framework of Federal law a flexible and objective procurement 
system containing a wide variety of contract types and provisions which, when 
coupled with existing extremely effective negotiating techniques administered 
by well-qualified procurement personnel, assures, in the vast majority of cases, 
fair and reasonable prices to the Government for defense products without 
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eliminating incentives to reduce costs. These contractual provisions, ranging 
all the way from straight fixed-price to cost-plus-fee contracts, are admirably 
suited to the unique and varied requirements of defense procurement. The type 
of contract selected for any given procurement is predicated among other things 
on— 
(a) the Government negotiators’ evaluation of the degree of accuracy 
that can be attained in estimating the cost of the item, and 
(b) the most appropriate contract device to achieve cost reduction, and 
a correspondingly lower price. 

One technique devised by the Department of Defense to produce real savings 
for the Government is the incentive contract (both fixed-price and cost-plus-fee) 
under which the contractor is rewarded for reducing the massive majority of 
the defense dollar, namely, the approximate 95 percent portion representing 
costs. The remaining 5 percent represents the airframe industry’s earnings 
before taxes in 1957, which are reduced to only 2.4 percent after taxes. 

Under the incentive fixed-price contract, for example, there is a basic price 
consisting of a target cost established as soon as the costs can be projected 
with reasonable accuracy, plus basic earnings. The earnings formula provides 
that if the contractor can perform the work at less than the target cost, he 
shares in those cost reductions as a junior partner (usually 20 percent), with 
the Government receiving the balance; and there is a predetermined limit below 
which the Government receives 100 percent of any further cost reductions. On 
the other hand, if the actual cost exceeds the target cost, the contractor like- 
wise shares in those cost overruns, and there is a predetermined ceiling beyond 
which the contractor pays 100 percent of any further cost overruns. 

Thus, this and other contractual techniques now used by the Department of 
Defense 

(a) provide the incentive which, in the American enterprise system, 
produces lower costs, and consequently lower prices: 

(b) provide a severe penalty for substantial overruns of costs: and 

(c) prevent unreasonable profits, except in rare cases. 

Further, the many factors involved in each contract, such as volume, the ex 
tent of risk to the contractor, the amount of Government-furnished facilities, 
capital investment of the contractor, the extent of subcontracting, the type of 
contract involved (e. g., straight fixed price, incentive fixed price, or cost plus 
fixed and incentive fee), and their effect upon a contractor’s total earnings on 
defense business from all procurement agencies, are known in advance and are 
given full consideration in negotiating the earnings framework for each con- 
tract. In applying these factors, the various procuring agencies use comparable 
basic earnings frameworks, the reasonableness of which, to our knowledge, has 
never been challenged by anyone other than the Renegotiation Board. Although 
it is recognized that exceptions do occur and occasionally a contractor may 
realize profits on individual contracts in excess of those contemplated at the 
time of negotiation, such profits are usually offset by earnings on other contracts 
below contemplated earnings levels. Because of the overall effectiveness of the 
present procurement system, it is submitted that the renegotiation process is 
necessary only in those exceptional cases where actual earnings realized on 
defense procurement are in the aggregate in excess of those contemplated, that 
is, outside the negotiated earnings framework. 


2. The present Renegotiation Act hinders cost reduction efforts 


Air Force instructions regarding the use of incentive fixed-price contracts 
state in part: 

“To encourage a high degree of efficiency and economy on the part of Air Force 
contractors, it is Air Force policy to negotiate contracts from the incentive, or 
increased profit, approach * * *. This approach is based on the expectation 
that the ultimate cost to the Government will be less than it otherwise would 
be * * *. The concept recognizes that the prospect of greater earned-profit 
reward is the strongest incentive to induce contractors to become more efficient 
in performing Air Force contracts * * *,” 

As presently administered, however, the Renegotiation Act places the princi- 
pal emphasis, not on efficiency generated by the profit motive, but on such vague 
and contrary standards as volume of business, net worth, and so forth. The Re- 
negotiation Board seeks to reduce profits simply because they are profits. Thus, 
it is operating at direct cross-purposes to the efforts of the Department of De- 
fense to reduce costs. 
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By rulings which confiscate earnings that are not excessive under any reason- 
able definition of that word and are well within the earnings frameworks con- 
templated by both the procuring agency and the contractor at the time of nego- 
tiation, the incentive for cost reduction and efficiency is eviscerated, and the 
responsibility for procurement diluted. When a company makes a substantial 
contribution to the defense effort by designing and producing superior products 
on schedule and at reasonable cost, and when its earnings are within the con- 
tractually established earnings framework, a determination of excessive profits 
is patently unjustified. 

Unilateral determinations under the present act hav: many cases eliminated 
all or a substantial portion of the incentive earnings, and in several cases have 
confiscated part of the basic earnings as well. The following cases are 
illustrative : 

Incentive Renegotia- 
Company Year | earnings | tion refunds 
before taxes _ before taxes 


_— =| $$$ | —_--- 


Boeing -__- 1952 | $5, 826, 646 | $10, 000, 000 








1953 | 10, 948, 809 | 7, 500, 000 

1954 8, 394,437 | 10, 000, 000 

Total. : 25, 169, 892 | 27, 500, 000 

EE Lisi A ain inline 1952 1,425,000 | 1, 500, 000 
1953 3, 880, 000 5, 500, 000 

1954 | 3, 400, 000 | 3, 500, 000 

 oedpoteeapanaihtdt a“ 

Total. 8, 705, 000 10, 500, 000 
Lockheed. 1953 | 3,672,000 6, 900, 000 
————— ——=} ——_——— 

North American ‘ 1953 6, 800, 000 | 6, 000, 000 
1954 10, 500, 000 14, 000, 000 

Total... _-.- 17, 300,000 | 20, 090, 000 


Total for above 9 cases | 54, 846, 892 | 64, 000, 000 
} ' 
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RENEGOTIATION BOARD RULINGS HINDER COST 


REDUCTION EFFORTS BY ELIMINATING INCENTIVE 


EARNINGS BASED ON EFFICIENCY 
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This treatment by the Renegotiation Board removes the contractor's incentive 
to strive for the very cost reductions for which the procuring agency provided 
the incentive. Thus the now obsolete Renegotiation Act acts as a dead hand 
on the incentive to reduce costs. The aircraft industry does not believe that 
Congress intended this result, nor does it believe that it is in the best interest 
of the American public. 

The proper function of renegotiation is, not to inhibit cost reduction, but to 
serve as a watchdog to protect against those infrequent situations where overall 
profits may exceed those contemplated at the time of negotiation. 

Several months ago the Department of Defense took up with the Renegotia- 
tion Board this problem of not recognizing the incentive earnings which are held 
out for the specific purpose of achieving low-cost operation. The result was 
an amendment to the Renegotiation Board regulations, issued unilaterally by 
the Board itself, which provides that “the Board will take into consideration 
the extent to which any differences between * * * estimated costs and actual 
costs are the result of the efficiency of the contractor.” 

This regulation will, in the considered judgment of the aircraft industry, 
change nothing, since it obviously introduces no new basic concepts or considera- 
tions. The law itself requires the Board to take into consideration the efficiency 
of the contractor, and consequently the only surprising thing is that such a regu- 
lation was considered necessary at all. Surely the contractor's efficiency was 
taken into consideration, or should have been, in the cases already decided by 
the Board; but this did not stop the Board from confiscating incentive earnings. 
Nor has there been any indication that such decisions will now be revised, follow- 
ing the issuance of this new regulation, to recognize incentive earnings based 
on efficiency. 

In the past, the Renegotiation Board, although it has not openly questioned 
the Defense Deparment’s pricing techniques or profit frameworks, has by its 
unilateral confiscation of incentive earnings signally failed to recognize the 
profit frameworks established in good faith by negotiation, and has failed to 
recognize or reward efficiency. There is nothing to indicate that a new regula- 
tion issued unilaterally by the Board itself, and repeating in different words 
what the law said in the first place, will persuade that same Board to do all 
those things which in the past it has been so conspicuous in failing to do. The 
law itself should be amended to provide clear-cut standards for the guidance 
of the Board. 


8. The present Renegotiation Act impedes technological progress 


One of the incalculable losses resulting from the operation of the present act 
is that it has confiscated earnings which otherwise would have been available for 
privately financed research and development, and for research and production 
facilities which reduce the time and cost to bring new weapons systems into opera- 
tion.. Sustained and substantial privately financed research and development 
play a vital role in the advancement of science and technology. Although the 
aircraft industry has consistently plowed back most of its earnings, and has 
thereby been able to finance considerable research and facilities, the specter of a 
Renegotiation Act containing no precise standards and operating several years 
after earnings are made creates an atmosphere in which the industry is reluctant 
to make additional long-term commitments for these essential expenditures. We 
cannot afford this self-imposed roadblock in our technological race with Russia, 
which is directing its considerable resources toward the broad, long-term advance- 
ment of science and weapons technology. 

With the cost of weapons development increasing geometrically with the time 
required to obtain the right answer, a heavy premium is placed on the early 
solution of technical problems, either analytically, in laboratories, or in flight 
testing, in that order. 

If these solutions are not found early, much time and money and irreplaceable 
engineering man-hours are lost. Much of this waste could be prevented by ade- 
quate independent research and company-owned facilities. 

Both the Government and industry desire and have long been seeking ways 
for industry to finance more of such research and facilities. But funds therefor 
can come from only two sources : 

(a) Earnings; and 

(6) Investors who have confidence in the industry’s earnings ability. 
However, this goal of greater industry participation cannot be attained to the 
desired extent under a Renegotiation Act which confiscates substantial portions 
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of earnings which are already well below the levels required to support adequately 
necessary research and facility acquisition programs. 

Reasonable earnings and the prospect thereof provide both the incentive and 
the means for better defense products. The Renegotiation Board’s present policy 
of low earnings, by impeding progress and long-range economies, is leading 
inexorably to poorer and more costly defense. 

4. The present Renegotiation Act is being used as a broadsword against the air- 
frame industry as a whole 

Indicative of the severe penalties imposed by the present act on the airframe 
industry as a whole is the following tabulation of rulings for the years 1953 and 
1954 alone: 


Company 


1953 


Ratio of earnings (be- 
fore Federal income 
Renegotiation taxes) to sales (per- 


1954 


Ratio of earnings (be- 
fore Federal income 
Renegotiation taxes) to sales (per- 


refunds cent) refunds cent) 
before before 
taxes taxes 
Before After Before After 
renegoti- renegoti- renegoti- renegoti- 
ation ation | ation ation 
Boeing $7, 500, 000 oe 6.3 $10, 000, 000 | 7.2 6. 
Douglas 6, 000, 000 6.1 5.6 6, 000, 000 6.1 5.6 
Grumman 5, 500, 000 10. 2 8.0 3, 500, 000 9.5 8. 
Lockheed 6, 000, 000 6.8 6.3 ) | (1) (1) 
Martin 3, 500, 000 6.8 5.4 6, 250, 000 7.8 5.8 
North American 6, 000, 000 7.2 6.4 14, 000, 000 8.3 | 6.5 
Total 34, 500, 000 7.0 6.2 39, 750, 000 7.4 6. 2 


1 No decision yet. 


In addition, Boeing was penalized $10 million in 1952, and Fairchild, Me 
Donnell, Republic, and Temco have been asked to make 1 or more refunds 
for the years 1951-54. The total pretax refunds requested during those 4 
years from the above 10 companies alone have already amounted to $101,500,000 
(an average of over $5 million per company per refund). Renegotiation for 
1955 has barely started, let alone 1956 and 1957. 

This constitutes, not the selective elimination of excessive profits contem- 
plated by Congress, but a broadsword attack on the airframe industry—and on 
no other industry—as a whole. 

It would be understandable if one company, in a particular year, had its 
earnings reduced to something like the United States manufacturing industry 
average, but it is difficult to understand the logic behind reducing the earnings 
of the airframe industry as a whole when those earnings are already so low, 
when they are within the earnings frameworks carefully and prudently ne- 
gotiated by the services, and when the earnings thus confiscated are needed 
for research and. facilities. 

In short, the Renegotiation Board has challenged the earnings standards 
established by the Department of Defense, although those standards have not 
been questioned by Congress and although they have been set after considera- 
tion of all pertinent factors bearing on the issue of appropriate earnings. The 
Board has said, in effect, that airframe industry earnings, as a whole, are 
excessive. 

No matter what standards are applied, the earnings of the airframe industry 
as a whole cannot reasonably be described as excessive. Even before rene- 
gotiation, aircraft earnings are substantially lower than earnings of other 
United States manufacturers. Expressed as a percent of net worth, the earn- 
ings after taxes of the still young airframe industry’ whose relatively low in- 
vested capital reflects the peak and valley nature of the contracting business 
and does not reflect the airframe industry’s greatest asset—know-how—have 
averaged 17.0 percent during the 12 years since World War II (1946 through 


* Aircraft Industries Association data: 12 companies having the largest sales in each 
year. 
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i957). This is only about one-fifth higher than the average earnings of 14.1 
percent of all major United States manufacturers,? most of whom have passed 
their initial growth stage when earnings were high in relation to net worth. 
As a percent of sales, however, the contrast is striking; the earnings of all 
major manufacturers have been, and continue to be, about 214 times the earn- 
ings of the airframe industry: 


Before taxes ! After taxes 


1946-57 | 1957 1946-57 | 1957 
ic — | = . 
1 


' 

| Percent Percent Percent | Percent 
All major United States manufacturers ‘ 13.1 | 12.3 | 6.3 | 
Airframe manufacturers. ---- : er 5.2 5.0 


- ~ _— v4 


.9 
4 


no 


2.5 | 


1 Computed by adjusting the aftertax ratios to reflect an assumed 52-percent tax rate. 





2 First National City Bank of New York data: 1,835 companies in 1957. 
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29 July 1958 


AIRFRAME INDUSTRY EARNINGS 
ARE FAR BELOW OTHER MANUFACTURERS 


RATIO OF EARNINGS AFTER TAXES TO SALES 


1946 THRU 1957 1957 

ALL MAJOR U.S. MANUFACTURERS * ........... 6.3% 5.9% 

AIRFRAME MANUFACTURERS ** ................. 2.5% 2.4% 
PERCENT PERCENT 
OF SALES OF SALES 


RENEGOTIATION 
STILL PENDING 





*First National City Bank of New York Data: 1835 Companies in 1957. 
** Aircraft Industries Association Data: 12 Companies Having the Largest Sales in Each Year. 


Chart II 








52 EXTENSION OF THE RENEGOTIATION ACT 


This record of low earnings demonstrates that the airframe industry has not 
been making the excessive profits so clearly defined by the Honorable Carl Vin- 
son during floor discussions concerning the Renegotiation Act of 1951, quoted 
more fully on pages 3 and 4: 

“Renegotiation does no more than prevent or eliminate profits that are clearly 
excessive or unreasonable on an overall basis * * *.” 

Two years ago the Hébert committee spent many months making a compre- 
hensive review of the earnings of the airframe industry for the period 1952-55. 
All major airframe companies testified, as did civilian heads and top officers of 
the Army, Navy, and Air Force, and as did the Chairman of the Renegotiation 
Board. Asa result of this thorough investigation, the Hébert committee summed 
up: 

“The subcommittee concludes, on the evidence, that there has been no showing 
that, on the average, the profits allowed were excessive.” 

In contrast to the above, chart III indicates the effect of the broadside penal- 
ties imposed by the Renegotiation Board on the already low earnings of the 
airframe industry. 

While statistical data pertaining to net worth, stock prices, etc., can be pre- 
sented in such a manner as to make the aircraft industry appear profitable in 
individual years, such data, taken alone, do not constitute valid criteria for 
measuring the reasonableness of earnings, when proper consideration is given to 
the unusual characteristics of the aircraft industry, particularly the long-term 
contracting nature of its business. Very substantial time periods (often 6 years 
or more) are needed to develop a complex new weapon and advance it to a pro- 
duction and earnings status. Consideration of only those later years in which 
production earnings are recorded ignores the substantial research, development, 
tooling, and initial production efforts expended in years when the books reflected 
losses or minimal earnings. It also ignores the fact that earnings of peak years 
must provide the capital for research, development, and facilities in less profit- 
able periods. 

Since the Renegotiation Board appeared until about 2 years ago to be follow- 
ing, in most cases, the intent of the law as expressed by Mr. Vinson, the omis- 
sion of a clear-cut statutory definition of excessive profits was not a matter of 
great concern to the aircraft industry when prior extensions of the Renegotiation 
Act were being considered by Congress. Today, following rulings which confiscate 
earnings which are reasonable, the aircraft industry is vitally concerned that 
the act should contain much more precise standards by which to determine 
excessive profits. 

5. The criteria of the present Renegotiation Act are too vague 

I have, up to this point, set forth major criticisms of renegotiation which are 
concerned primarily with its administration. One other major area of criticism 
deals with the reason for these failures of administration. It lies in a general 
deficiency in the act itself; namely, that the criteria of the present act are too 
vague. 

As it now stands, the act contains seven generalized factors to be considered 
by the Renegotiation Board: 

(a) Efficiency of the contractor; 

(b) Reasonableness of costs and profits ; 

(c) Net worth; , 

(d) Extent of risk assumed ; 

(e) Contribution to the defense effort ; 

(f) Character of the business; and 

(gq) Other factors considered important by the Board. 
No further explanation of these factors is set out in the act, and they are so 
vague that their application of necessity results in no more than the individual 
judgment of five men who, unlike the contracting officers who negotiate defense 
contracts, can have little or no detailed firsthand knowledge of the work per 
formed years ago. The difficulty, if not impossibility, of applying judgment to 
the task of determining excessive profits without specific standards is attested 
by the substantial differences between the judgments of the Washington Board 
and the judgments of regional boards whose members had more direct knowl- 
edge of the operations of the company under review. In one case, the difference 
was from zero to $10 million, and in all cases the regional and Washington 
boards were working with the same set of facts. 

The necessarily arbitrary nature of rulings based on such vague standards is 
further evidenced by the statements issued by the Board in justifying their 
rulings: they are so generalized that it is impossible to determine the extent of 
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the Board’s consideration of such prime factors as the contractor’s efficiency and 
the resu'ting incentive earnings. New regulations issued by the Board on Apri! 
3, 1958, providing—after all these years—that the Board will consider, and issue 
a statement concerning, the extent to which cost reductions under incentive 
contracts are the result of the contractor's efficiency, simply point up, but do not 
eure, the flaw of vagueress which is in the basic law. 

This inherent weakness is also reflected in the fact that so many airframe 
companies (including all six companies whose refunds are listed on p, 49) have 
filed suit in the United States Tax Court to redress what they consider to be 
arbitrary rulings by the Renegotiation Board. These strong disagreements with 
respect to whether or not there were excessive profits, and if so, the extent 
thereof, are traceable basically to the absence of a sufficientiy clear statutory 
defnition of the term “excessive profits.” 

Considering the complex technical pature of aircraft operations, neither the 
Renegotiation Board nor any other group of laymen is capable of evaluating this 
work in terms of reasonable earnings, without specific and objective standards 
established by Congress 

On this subject, the Hébert committee stated : 

“We believe that ground rules reiating to earnings and profit must be more 
certain * * * 

* * * “ * * * 


“Therefore, it is our urgent recommendation that the Ways and Means Com- 
mittee review the subject of statutory renegotiation * * *; and, while adhering 
to the principle of recovering excessive profits, at least provide the more specific 
rules or guidance by which the principle of renegotiation is to be applied.” 

The interpretation of the present statutory factors to individual cases by the 
Renegotiation Board has established an apparent pattern which substantially. 
ignores efficiency rather than encourages it; ignores the length of the develop- 
ment production cycle and the resultant phasing of earnings, i. e., lower earnings 
in early years and higher earnings in later years: places undue emphasis upon 
increases in sales volume, effectively penalizes extensive subcontracting by prime 
contractors (much of which is to firms classified as small business) ; and penal- 
izes contractors for the use of Gcvernment-owned facilities. Above all, it ignores 
the consideration given to these very factors by Department of Defense negotia- 
tors at the time contracts are negotiated. 

In effect the Board has arrogated to itself the authority of establishing the 
profit structure of the airframe industry in direct conflict with Congress’ previous 
delegation of such authority to the Department of Defense. 


D. SUMMARY 


The Renegotiation Act. as currently administered, is doing genuine harm to 
the national-defense effort. It negates the use of basic Department of Defense 
procurement procedures by emasculating incentives for cost reduction and effi- 
ciency, and allows the confiscation of earnings which would otherwise support 
increased expenditures for research and facilities. It contains criteria that are 
so vague and incomplete as to make it virtually certain that the Board's determi 
nations will continue to be made on an arbitrary basis. 

As previously indicated, the aircraft industry holds no brief for excessive 
profits. It does believe, however, that Congress should squarely face up to the 
issue of profit control; and if the act is continued it shonid be amended so that 
the contract provisions and procurement procedures of the Department of Defense 
which encourage efficiency and which reward outstanding contributions to the 
defense effort are not circumvented by the renegotiation process. Other exist 
ing legislation, enacted after much study by Congress, has authorized the estab- 
lishment of provisions and procedures, and placed the determination of con 

ractual profit frameworks, in the hands of Department of Defense procurement 
organizations. Such procedures and processes have been subjected to continuous 
review by congressiona! committees and permanent staff groups. It is up to Con- 
gress, not the Renegotiation Board, to counsel the services as to whether the basic 
profit frameworks on defense procurement are proper. Otherwise, contractors 
might as well negotiate directly with the Renegotiaion Board before they enter 
into a contract. 


E. RECOM MENDED LEGISLATION 


The aircraft industry has studied the problem of renegotiation long and hard. 
We have concluded that what is required is an amendment to the Renegotiation 
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Act which would recognize the validity of contractual provisions and authorized 
procurement procedures by establishing a standard of earnings predicated on 
the basic profit, plus a reward for efficient performance, all as contractually 
negotiated. This would remove the greatest single inequity and the cause of 
most of the evils resulting from the present act. 

Such an amendment would follow the last sentence of section 103 (e) of the 
act, and would read : 

“In order to encourage efficiency and cost reduction efforts under contracts 
with the departments, and subcontracts thereunder (including incentive-fixed- 
price, redeterminable-fixed-price, and cost-plus-fee contract types) which entitle 
the departments to all or a portion of any amount by which the actual costs are 
less than the estimated costs stated therein, no portion of the profits derived 
therefrom shall be determined to be excessive unless the aggregate of such profits 
for the fiscal year substantially exceeds the aggregate of the basic profits used 
by the contracting parties in establishing the basic contract prices. Any amount 
by which the aggregate of such profits for a fiscal year substantially exceeds the 
aggregate of such basic profits may be determined to be excessive only if the 
Board demonstrates that such excess did not result from efficiency on the part 
of the contractor or subcontractor. The foregoing sentence shall not be con- 
strued as establishing any presumption that profits in any amount are excessive 
profits as that term is used in this title.” 

If Congress wishes to be more specific, the words “substantially exceeds” may 
be replaced by the words “exceeds by more than — percent” and the precise 
percentage inserted in the blank space. 

Further, in order to obtain judicial review to assure that this proposed standard 
is properly administered, it is believed appropriate that both parties have the 
right to appeal from decisions of the Tax Court, which now constitutes the only 
forum to which an appeal from the Renegotiation Board can be taken. For this 
purpose, it is suggested, as proposed by the Honorable Cecil R. King in section 4 
of H. R. 13092, that the second sentence of section 108 of the Renegotiation Act 
be amended to read : 

“Upon such filing such court shali have exclusive jurisdiction, by order, to 
determine the amount, if any, of such excessive profits received or accrued by 
the contractor or subcontractor, and such determination may be reviewed as 
provided in subsections (a) and (c) of section 7482 of the Internal Revenue Code 
of 1954.” 

In this connection, the fourth sentence of such section 108 of the Renegotiation 
Act should be amended by deleting the word “finally.” 


F. CONCLUSION 


In the foregoing statement I have attempted to put before you the highlights 
of the renegotiation problem as we in the aircraft industry see it. I have tried to 
explain how our prices are established and how the system of checks and 
balances in the Department of Defense procurement system operates both to 
foster efficiency and price reduction and to prevent contractors from receiving 
excessive profits from their dealings with the Government. 

I have discussed the severely increased burden placed upon industry’s finances 
by the need for new facilities and greater expanded and diversified research and 
development. I have pointed out that the necessary funds can only come from 
the reinvestment of earnings and from new investment capital which itself is 
attracted only when there is reasonable assurance of future earnings. And I 
have discussed at some length our views as to the principal shortcomings of the 
renegotiation process as it has evolved in recent years. 

We do not feel that the procurement system has allowed industry generally to 
receive excessive profits. Nevertheless, we are in full accord with Congress’ 
desire to provide a mechanism which will prevent or eliminate such excessive 
profits as may from time to time occur in individual instances. 

I have commented upon proposed legislation amending the present act which, 
we believe, would allow a degree of surveillance and control sufficient to elimi- 
nate truly excessive profits without at the same time upsetting the effectiveness 
of the present defense procurement system. The amendment would maintain 
the authority to establish profit rates and profit incentives in the hands of the 
Department of Defense, leaving the Renegotiation Board to perform a “watch- 
dog” function to assure that individual instances of excessive profits are 
recaptured. 
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This committee of Congress, concerned as it is with Federal expenditures 
and taxation, must necessarily have acquired over the years a keen awareness 
of the manner in which the American economy, as a whole, functions; how this 
great economic machine has created for our large population the highest standard 
of living known to mankind and how American goods and services and economic 
ideas have spread across the free world; and how it is vigorously competing 
with the socioeconomic system of the Communist world. 

I would like to remind the committee that it is financial incentive, i. e., profit 
incentive, which both fuels and lubricates this great, but human, economic ma- 
chine of the free world, which makes it creative of new ideas and products, 
which makes it run efficiently, which makes it produce and distribute goods 
and services at the lowest prices possible. 

It is of more than incidental interest that across the Iron Curtain financial 
incentives and freedom from arbitrary financial restrictions have played an 
important role in fostering scientific and technical progress. 

The renegotiation process, gentlemen, is a handful of sand in the American 
economic machine, lessening its efficiency and obstructing the flow of scientific 
thought and new-product development. If control is needed, let it be a simple 
valve which will bleed off occasional instances of excessive profits without 
contaminating the basic system. 

It would be ironic, indeed, if the denial of financial incentives in this free- 
enterprise Nation should cause us to fall behind the financially unrestricted 
Science and technology of Communist Russia. 

This is the problem and the challenge—how to direct the best efforts of the 
national economy to the ends of the national-defense program. Renegotiation 
simply cannot be considered as a thing apart. It is and must be an integral 
part of the overall procurement system and its objectives and ultimate ac- 
complishments must be consistent with the requirements of public policy as 
related to the execution of the national-defense program. 
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Introduction 


The Aircraft Industries Association represents a large number of com- 
panies charged as a group with furnishing to the Government the weapons 
which are presently the mainstays of the defense of the Free World. 

It has only been on rare occasions that the Aircraft Industry has taken 
a position for or against legislation pending before Congress. However, at 
this moment, when the ‘‘cold war’’ is being intensely fought — and this ex- 
treme term is used advisedly — in laboratories, in engineering departments, 
in experimental and production shops, in flight tests of aircraft and missiles, 
along radar picket lines, and in the day—in and day—out armed patrols in the 
air and at sea, this Industry believes it has a duty to advise Congress of its 
considered opinion on matters which affect the Industry’s ability to most ef- 
fectively fulfill its assigned responsibilities with respect to the national 
defense. Renegotiation falls squarely in this category. 

The Aircraft Industy has been subject to various forms of renegoti- 
ation since 1941, except for 1946 and 1947. Its direct experience with re- 
negotiation, and years of study of the problem, have led the Industry to the 
conclusion that the objectives of Congress with regard to the encouragement 
of efficiency and thé elimination of excessive profits, in which the Industry 
fully concurs, have not been achieved. As a result, the renegotiation pro- 
cess is operating to a serious degree to the detriment of the national defense 
effort, and if continued in its present form renegotiation will further impede 
the technological progress which is vital to our national security. It is there- 
fore submitted that a comprehensive review by Congress of the objectives of 
the Renegotiation Act and the effectiveness of the renegotiation process 
itself is in order before the Act is extended. A review of this important legs 
islation has been previously recommended by the Subcommittee on Special 
Investigations of the House Armed Services Committee (the Hebert Com- 
mittee) and by the staff of the Joint Committee on Internal Revenue Taxation 


of the Congress of the United States, 
This Association’s two principal criticisms of the statute are that it is 


obsolete in terms of present day procurement practices and that the criteria 
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established for the determination of excessive profits are vague and hence 
subject to arbitrary interpretation and inequitable application. In Industry's 
opinion, the renegotiation process, as it has evolved, operates to hinder cost 
reduction and obstruct technological and scientific progress. Further, it is 
believed that the Renegotiation Board has executed a broadsword attack on 
the earnings of the Aircraft Industry rather than performing a watchdog func- 
tion over the earnings on defense business of individual contractors. 

While Industry recognizes that renegotiation should continue to play an 
important role in over-all defense procurement, the deficiencies in the Act 
and in the process must be overcore if renegotiation is not to obstruct the 
execution of the national defense program. Industry believes that removal of 
the principal deficiencies of renegotiation can be accomplished most satis- 
factorily through amending the present Act to provide more precise standards 
for the determination of reasonable levels of profits. 

It is the purpose of this statement to present: (1) the views of the Air- 
craft Industry as to the objectives of renegotiation; (2) the principal objec- 
tions of Industry to the Renegotiation Act, and the renegotiation process; and 
(3) a proposed amendment to the Act which it is believed will contribute to 
the accomplishment of Congressional intent with regard to the elimination of 
excessive profits, and only excessive profits, from defense contracting. 


Objectives of Renegotiation 


This subject is best introduced by reference to the Declaration of Poli- 
cy of the Renegotiation Act wherein the intent of Congress is set forth: 
“It is hereby recogmzed and declared that the Conéress has made available 
for the execution of the national defense program extensive funds, by ap- 
propriation and otherwise, for the procurement of property, processes, and 
services, and the construction of facilities necessary for the national de- 
fense; that sound execution of the national defense program requires the 
elimination of excessive profits from contracts made with the United States, 
and from related subcontracts, in the course of said program; and that the 
considered policy of the Congress, in the interests of the national defense 
and the general welfare of the nation, requires that such excessive profits be 
eliminated as provided in this title.’’ (underlining added,) 
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The Honorable Carl Vinson has, on the floor of Congress, expressed in forthe 
right and lucid terms the sole objective of the renegotiation process. It is of 
interest that this interpretation has been hailed by the Chairman of the Re- 
negotiation Board as being the best explanation of renegotiation ever made, 
‘‘“ReneSotiation does no more than prevent or eliminate profits that are clearly 
excessive and unreasonable on an overall basis — profits that it would be 
clearly unconscionable for a contractor to retain from his dealing with his 
Government in circumstances which preclude proper initial pricing. The sole 
objective as well as the net result of a renegotiation proceeding is to make 
certain that the Government has paid no more to a contractor, directly or in 
directly, than he should in $00d conscience be entitled to receive in the 
circumstances — in a word, that from the efforts of the Government to maim 
tain the common defense for the common good, he has not accumulated more 
than a fair return or overall price for what he has done...’ (underlining added.) 
This statement is both brief and direct, Renegotiation as conceived by Con- 
gress was simple, It was intended to serve a watchdog function: to eliminate 
clearly unreasonable, excessive, and unconscionable profits from defense 
contracting. Nothing more was desired, However, in recent years it has 
evolved into quite another matter. Renegotiation has now become a medium 
by which to alter contracting techniques and basic earnings rates, the ree 
sponsibility for which Congress has specifically delegated (with definite 
restrictions) to the Department of Defense, Earnings are being confiscated 
which are not unreasonable, excessive or unconscionable. Contrary to Con- 
gress’ desire, the simple concept of renegotiation has now become a coms 
plex, arbitrary process, administered in such a way that efficiency and cost 
reduction by defense contractors is discouraged. Above all, Congress never 
intended that renegotiation operate in any way to the detriment of the nation- 
al defense. However, it is the considered opinion of the members of this 
Association that the Renegotiation Act is being administered, with respect 
to this Industry, in a manner which does not lead to the accomplishment of 
the intent of Congress. Profits are being recaptured which are not unreason> 
able, excessive, or unconscionable. This is not only unnecessary and un- 
fair, but the resultant harm: done to the Aircraft Industry serves only to ob 
struct the sound execution of the national defense effort. 
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Criticisms of the Act 


The Industy’s criticisms of the Renegotiation Act, particularly its 
administration, fall into five principal categories. 
It is obsolete. 
It hinders cost reduction. 
It impedes technological progress. 
It is used as a broadsword against the Industry as a whole. 
Its criteria are too vague. 
l. THE PRESENT RENEGOTIATION ACT IS OBSOLETE. 

The Renegotiation Act in its present form had its origin in World War [I 
and still closely resembles the wartime Act. At that time Government ex- 
penditures for defense represented 42% of the gross national product, and 
purchases were being made in great haste and in many instances with in- 
adequate procurement personnel and techniques. In such an atmosphere it 
was appropriate and necessary to have a repricing process which would be 
general in its terms and would eliminate excessive profits. Unlike the Vin- 
son—Trammell Act which considered aircraft earnings of more than 12% on 
sales price to be unreasonable, no precise standards were incorporated in the 
Act. The intent of Congress was that no company doing business with the 
Government should be allowed to make excessive profits. The Aircraft In- 
dustry solidly supports this principle. 

The Act worked reasonably well under the wartime conditions for which 
it was designed, Since then, however, changed conditions have rendered the 
present Act obsolete, Although expenditures for defense are still high, they 
have now for several years remained relatively level at about 10% of the 
gross national product, or 4th the wartime percent. 

More importantly, the Department of Defense since World War II has 
established within the framework of Federal law a flexible and objective pro- 
curement system containing a wide variety of contract types and provisions 
which, when coupled with extremely effective negotiating techniques, ad- 
ministered by well qualified procurement personnel, assure in the vast ma- 
jority of cases fair and reasonable prices to the Government for defense pro- 
ducts without eliminating incentives to reduce costs. These contractual 
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provisions, ranging all the way from straight fixed price to cost—plus—a~+ 

fixed—fee contracts, are admirably suited to the unique and varied requires 

ments of defense procurement. The type of contract selected for any given 

procurement is predicated among other things on 

a, the Government negotiators’ evaluation of the degree of accuracy that can 
be attained in estimating the cost of the item, and 

b. the most appropriate contract device to achieve cost reduction, and a 
correspondingly lower price. 

Thus, contractual techniques now used by the Department of Defense 

a. provide the incentive which, in the American enterprise system, produces 
lower costs, and consequently lower prices; 

b. provide a severe penalty for substantial overruns of costs; and 

c. prevent unreasonable profits, except in rare cases, 

Further, the many factors involved in each contract, such as volume, the exe 

tent of risk to the contractor, the amount of Government—furnished facilities, 

capital investment of the contractor, the extent of subcontracting, the type of 

contract involved (e.g., straight fixed price, incentive fixed price, or cost 

plus fixed or incentive fee), and their effect on a contractor's total earnings 

on defense business from all procurement agencies can be determined within 

reasonable limits and are given full consideration in negotiating the earnings 

framework for each contract, In applying these factors, the various procuring 

agencies use comparable basic earnings frameworks, the reasonableness of 

which, to our knowledge, has never been challenged by anyone other than the 

Renegotiation Board. Although it is recognized that exceptions do occur and 

occasionally a contractor may realize profits on individual contracts in ex- 

cess of those contemplated at the time of negotiation, such profits are us- 

ually offset by earnings on other contracts below contemplated earnings 

levels. 

Because of the over-all effectiveness of the present procurement system, 
it is submitted that the renegotiation process is necessary only in those exe 
ceptional cases where actual earnings realized on defense procurement are, 
in the aggegate,in excess of those contemplated, that is, outside the negoti- 
ated earnings framework. 

An understanding of the over—all effectiveness of the Department of 
Defense procurement system is essential to an appreciation of the renegoti- 
ation problem, and can be acquired only by considering in some detail the 
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more important aspects of the procurement system as it now operates. Such 
a review will serve to demonstrate clearly that the possibility of a contractor 
in the Aircraft Industry receiving excessive profits on his dealings with the 
Government has been minimized and that as a result the need for the renego- 
tiation function in the procurement process has been materially reduced. 

The authority for the procurement policies and practices and contract- 
ual forms employed by the Department of Defense is derived directly from 
legislation. 

An extract from the Armed Services Procurement Act pertaining to pro- 
duction type contracts follows: 

‘“‘Contracts negotiated. . . may be of any type which in the opinion of 
the agency head will promote the best interests of the Government. . . The 
cost~plus—a—percentage—of—cost system of contracting shall not be used, 
and in the case of a cost—plus—a—fixed—fee contract, the fee shall not ex- 
ceed 10 per centum of the estimated cost of the contract. .. Neither a cost 
nor a cost—plus—a—fixed—fee contract nor an incentive—type contract shall 
be used unless the agency head determines that such method of contracting 
is likely to be less costly than other methods or that it is impractical to se 
cure supplies or services of the kind or quality required without the use of a 
cost or cost—plus—a—fixed—fee contract or an incentive type contract.’ 
(undetlining added,) 

As to research and developmental contracts, the Act provides that fee 
shall not exceed 15 per centum of the estimated cost of the contract. 

The contractual forms, contractual provisions, and other important con- 
siderations relative to the negotiating process employed in defense contract- 
ing are covered by regulations and are designed to assure the establishment 
of price and profit frameworks on a sound basis. 

a, Types of Contracts. 
Members of this Association perform substantially all of their work for the 
Government under four general types of contracts; namely, incentive, cost- 
’ plus-a-fixed-fee, fixed price, and price redetermination. 

Incentive Type Contracts. 

Air Force Procurement Instructions 3,801.1 state in part: 

‘In determining that a price is fair and reasonable, it is necessary 
to consider quality, life, ease and cost of maintenance, storage, dis- 
tribution, and other factors; the lowest price is not necessarily either a 
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fair and reasonable or a favorable one to the Air Force. To buy at prices 
calculated to result in the lowest ultimate over—all cost, it is AF policy 
to encourage and develop competition and to negotiate close, firm prices 
whenever possible, The incentive, ot increased profit, approach should 
be applied in negotiation, recognizing that profit is the motivating force 


in induciné controctors to use labor and material economically and ef- y_and ef- 
ficiently. (undetlining added.) 


The fixed price incentive and the cost—plus—incentive—fee contracts 
provide an incentive which produces real savings for the Government by 
rewarding contractors for reducing the massive majority of the defense 
dollar, namely, the 95% portion representing costs. The remaining 5% re- 
presents the airframe industry’s earnings before taxes in 1957, which are 
reduced to only 2.4% after taxes. 

These types of contracts are generally used on programs where ex- 
perience, from a production and cost standpoint, is such as to assure that 
costs of performance can be estimated with reasonable accuracy. The 
effectiveness of incentive type contracts is attested by the record of con- 
tractual price reduction achieved under such contracts. 

Under incentive contracts, target costs and profits or fees are estab- 
lished either at the inception of the contract or at specified times during 
the initial stages of performance. Upon completion of work under this 
type of contract, and after review by audit agencies, actual costs con- 
sidered allowable by the procuring agency are compared with the previous- 
ly established target or estimated costs and the incentive formula is ap- 
plied. A typical formula under the fixed price incentive contract provides 
that to the extent actual costs are below target costs, the sales price to 
the Government is reduced by 80% of the cost reduction. In turn, the con- 
tractor receives 20% of the cost reduction in the form of incentive profits. 
If actual costs exceed target costs, 20% of the cost in excess of the tar- 
get is borne by the contractor and the remainder by the Government. 

An example of the workings of incentive pricing provisions is shown 
in Chart 1, page 8. 

With respect to the cost—plus—incentive—fee type of contract, a typi- 
cal incentive formula provides a basic fee fixed at 6% of the negotiated 
estimate of costs with an increase in fee to a maximum 7% of the esti- 
mated costs, if actual costs are below such target estimate, and a corres- 
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ponding decrease in fee to a 5% minimum if actual costs exceed the target 
estimate. 

It is to be noted that the provisions of these types of contracts also 
establish maximum prices and place a definite ceiling on the profit that 
can be realized. The contractual profit is reduced by certain normal costs 
of doing business which are not considered allowable by the Defense De- 
partment. 

Cost—plus—a—fixed—fee Contracts. 

Under cost—plus—a—fixed—fee contracts, a fixed fee (profit) is es- 
tablished at the time the contract is entered into and is based on the es- 
timated costs of performance. Reimbursement is received only for actual 
contract costs incurred, whether such costs are below or above the origi- 
nal cost estimates, but only to the extent allowable under Armed Services 
Procurement Regulations. Such regulations exclude from consideration in 
whole or in part certain normal operating costs notwithstanding the fact 
that such are proper costs of sales under sound business and accounting 
practices. Among the costs which are disallowed are donations and con- 
tributions (including scholarships and donations to educational institu- 
tions), national advertising of public relations nature, a portion of re- 
search and development expense, and incentive compensation for super- 
visory personnel. Costs incurred are subjected to audit by Department of 
Defense audit agencies. A variance in the cost of contract performance 
does not change the fixed fee (profit) originally established under the 
contract. This type of contract is employed in connection with quantity 
production as well as for research, developmental and experimental work. 
It involves many of the risks that are experienced in other forms of con- 
tracting and in addition provides, although indirectly, definite incentives 
to minimize costs through efficient, on schedule performance. 

Further, the lower rate of profit negotiated on cost—plus—a—fixed—fee 
contracts adequately offsets the reduction of risk relating to the cost 
reimbursement feature thereof. 

Fixed price and price redetermination contracts. 





Fixed price contracts used in defense product procurement are 
similar to those employed in normal manufacturing and contracting indus- 
tries. Such contracts are generally used when procurement is accomplish- 
ed on a competitive bid basis or, in the absence of such a condition, when 


b. 
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Price redetermination contracts are used where firm fixed prices can- 
not be established at the outset of the contract and when other forms of 
contracting are not considered appropriate to the circumstances of the 
procurement. Final prices are determined by negotiation at some point 
after production has started. The utilization of actual cost data provides 
additional assurance of reasonable final prices to the Government in the 
absence of price competition. 

Procedures Used by Contractors in the Preparation of Cost Proposals. 

Industry and Government experience over an extended period of years 
in volume {procurement of military aircraft, including many instances of 
new weapon procurement, has led to the development of contracting and 
cost estimating techniques which are greatly advanced over those utilized 
in World War II. A general discussion of the estimating procedures follow- 
ed by Aircraft Industry contractors and the tools utilized in evaluating 
contractors’ proposals and establishing contract prices follows. It is im- 
portant to note that these procedures assure that the Government obtains 
the entire benefit of lower unit costs which accompany increased volume. 
It has been previously pointed out in the discussion of contract types that 
the Government, in addition, receives the benefits of a major portion of 
further decreases in unit costs resulting from unusually efficient cost per- 
formance. Briefly, the typical procedure in developing cost proposals is 
to base projections on past experience with like or similar aircraft, air- 
craft structures, or components and upon close knowledge of engineering, 
developmental, tooling, and manufacturing processes and costs. Depart- 
ment of Defense requirements, predicated on the estimated eventual quan- 
tity of the model, determine the engineering and tooling philosophy to be 
used; i.e., whether facilities, manufacturing processes, jigs, fixtures, 
etc., should be planned for volume or small lot production. Other factors 
given consideration are availability of facilities and the degree and type 
of subcontracting. 

One of the most important standards used in the Aircraft Industry for 
the projection of costs into the future is the ‘‘improvement curve’’. The 
improvement curve indicates the decreasing manhours required to ac- 
complish any repetitive operation as the operation is continued. The im- 
provement curve reflects not only learning by employees but improved 
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methods, layout, tooling, scheduling, etc., resulting from production and 
industrial engineering efforts. It assumes that the time required to do a 
job will decrease as that job is repeated, and that the amount of decrease 
will be less with each successive unit. The slope of the curve is ex- 
pressed as a percentage; i.e., 80%, 75%, etc. This slope is simply the 
expression of the ratio between the number of manhours per unit required 
at any number of units and number of manhours per unit required at twice 
that number of units. For example, on an 80% improvement curve, if 10 
hours are required for the first unit, the second unit will require 8 hours; 
the fourth 6.4 hours, etc. An illustration of the 80% curve drawn on ordi- 
nary chart paper is shown in the upper portion of Chart 2, page 12. 

This curve is more generally drawn on double logarithmic (log—log) 
paper which has the property of showing the curve as a straight line. 
Illustrated in the lower portion of Chart 2 is an example of an 80% im- 
provement curve drawn on log—log paper, together with the plotting of 
hypothetical manhour experience. This example illustrates that actual 
experience from unit 2 through unit 6 was above the ‘‘norm’’, and experi- 
ence from unit 8 through unit 100 was below the ‘‘norm’’, indicating in- 
creasing efficiency. 

The use of the improvement curve is of particular interest since the 
the Government expects the projection to continue down the curve from 
contractor’s past experience rather than from the originally estimated 
**norm’’, When such past experience has been better than the ‘‘norm’’, the 
Government benefits in the pricing of subsequent quantities, by establish- 
ing new and lower ‘‘norms”’ on separate ‘‘follow—on’’ contracts. An ex- 
ample illustrating this point is set forth in Chart 3, page 13. 

From this illustration, it may be seen that the Government obtains 
full advantage of decreasing unit costs in establishing contract prices. 
This is demonstrated by the fact that at units 10 and 30 the contractor 
was not permitted to go back to the original improvement curve in project- 
ing costs. It should be noted that the production of a given type of air- 
craft is, in effect, repriced several times during the length of the pro- 
duction program. 

Although the improvement curve is used primarily to project labor 
costs, similar improvement concepts are utilized in the projection of virt- 
ually all other elements of cost. 
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With respect to pricing of major initial production contracts, it has 
generally been the case that unless competitive bids can be obtained such 
contracts are negotiated either on a cost—plus—a—fixed or incentive—fee 
basis or, alternatively, on a fixed price incentive type basis, with con- 
tract provisions for target reset after sufficient units have been construct- 
ed to provide reliable, actual cost experience. 

In evaluating cost proposals at the time of target reset negotiations, 
or in pricing a follow—on contract, complete and comprehensive actual 
cost data experienced on the units already constructed, is available to 
both the Department of Defense and the contractor. This data includes, 
for example, the actual hours experienced for each successive unit, brok- 
en down into major fabrication and assembly operations (which indicates 
the slope of improvement curve that is being followed on the particular 
model), the actual price of purchased equipment and subcontract items, 
actual raw material costs, cost data concerning the tooling and engineer- 
ing sustaining efforts, etc. By the utilization of this actual data, together 
with the estimating techniques and tools developed for the projection of 
such data for the additional quantities of aircraft, it is possible to arrive 
at a price for follow—on procurement which is fair and reasonable. Fur- 
ther, Government negotiators are fully informed of changes in contractor’s 
total sales volume, both military and commercial, and of changes in con- 
tractors’ overhead costs. Therefore, negotiators are able to take into 
account variations in the allocation of overhead to Government business 
in the negotiation of prices on follow—on contracts. 

The use of the improvement curve and the practice of breaking total 
program quantities into a series of follow—on contracts when combined 
with other procurement and negotiation techniques precludes defense con- 
tractors receiving any benefits from production and overhead economies 
stemming from increased volume. This pattern may be contrasted with the 
experience of manufacturers of non—defense products who normally enjoy 
increasing profit margins as new products approach and reach maximum 
production rates. 

. Procedures Used by Government to Evaluate Cost Proposals. 

In the negotiation of contract prices, Government procurement representa 
tives use many tools to evaluate the reasonableness of a contractor’s 
cost proposal. In addition to using the improvement curve to review a 
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contractor's projection of its own expérience, procuring agencies have the 
benefit of knowledge of similar experience of other companies in the In- 
dustry. 

Defense Department representatives, resident at contractors’ plants, 
examine and audit contractors’ actual data and methods of projection and 
submit their findings to procurement representatives for use in negoti- 
ations. 

Further, other companies’ actual cost and production information is 
available to Government representatives for comparison with a contrac- 
tor’s estimate. This information serves as a guide for not only determin- 
ing the reasonableness of a given cost proposal, but also provides valu- 
able data for procurement representatives to evaluate other facets of a 
contractor’s operation that are pertinent to the negotiation. The informa- 
tion includes ratios as to various elements of cost; for example, the re- 
lationship that total tooling hours bear to total direct labor hours, percent- 
ages of sustaining engineering effort to total effort, etc. Since it has 
been found that relationships of this type are somewhat comparable as 
between contractors, this information is of substantial value to the Gov- 
ernment in negotiations. 

The Government has established, through legislation, regulation and 
implementing instructions, certain guides to be followed in the negotiation 
of contracts. These are set forth in the Armed Services Procurement Reg- 
ulations. Reference to such guides, which have been compiled from 
negotiating experience obtained by the Government over a substantial 
period of years, serves as a check as to the items or elements of cost 
which should be given special consideration or detailed analysis. Fur- 
ther, the regulations and instructions specifically set forth certain major 
price and profit considerations that must be evaluated by Government pro- 
curement representatives during the negotiation of contracts. These con- 
siderations are listed below: 

1. Degree of risk which contractor assumes. 

- Record of efficiency and economy of contractor. 

Ability of contractor to meet required delivery schedules. 
The current and anticipated volume of business. 

The extent of Government furnished facilities. 

. Capital investment of the contractor. 
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7. Extent of Government financing. 

8 The relative complexity of the product. 

9. Quality of the product. 

10. Amount of and quality of subcontracting. 

11. Reasonableness and reliability of past prices and estimates. 
12. Need for product or service. 

13. Unusual services furnished by contractor. 

Circumstances under which contract negotiations have been conduct- 
ed in recent years did not preclude the selection of appropriate contract- 
ual forms and provisions and the establishment of proper initial pricing 
and sound profit frameworks. Defense Department procurement representa- 
tives were extremely well qualified, with senior price analysts having 
seven to ten years experience in negotiating contracts. The Defense 
Department procurement teams also include engineering and production 
experts. Sufficient time was allowed to conduct negotiations, since 
emergent conditions from a procurement standpoint, comparable to World 
War II, did not exist. Government negotiators were fully aware of all 
facets of Contractors’ operations, and comprehensive data as to direct and 
overhead costs developed by cognizant audit agencies relative to all con- 
tracts completed or in process were used by negotiators, 

New Weapons. 

It has frequently been given as a justification for renegotiation that 
the establishment of prices of the new weapons which have recently e- 
volved from major developments in science and weapons technology can 
only be accomplished in an inexact manner, thus leaving open opportuni- 
ties for contractors to receive excessive profits, A widespread miscon- 
ception appears to exist on this score, insofar, at least, as this Industry 
is concemed, 

While the possibility does exist that in individual instances con- 
tractors may receive unreasonable profits on individual contracts, this is 
by no means a general occurrence, To the contrary, the procurement pro- 
cedures and contractual forms and provisions discussed above are suf- 
ficiently flexible to cope with this problem and in practice have been em- 
ployed to minimize the opportunities for contractors to receive an over- 
all rate of return on defense business in excess of that contemplated by 
the Government. In considering this phase of procurement, it should be 
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borne in mind that major production contracts for new weapons which in- 
volve large sums of money are generally preceded by preliminary studies, 
prototype construction, experimentation, and testing, usually extending 
over a period of many years and representing a relatively small portion of 
total program costs. Such activities are handled contractually on a cost~ 
plus—a—fixed-fee basis. 

Contracts for initial limited quantities of test or production units are 
also accomplished on a cost—plus—a—fixed-fee basis unless sufficient 
data have been obtained during the development phases of a program to 
justify use of an incentive type contract. In such cases, as has been 
mentioned earlier, target prices are re-set after the first few units have 
been delivered or other provisions are made to minimize the possibility 
of contractors receiving profits which are not based on cost savings. 

As a result, by the time volume production of a new product is under 
way, reliable cost data on production models are available, contingency 
factors are minimized, and the slope of the improvement curve can be 
determined. At this point, procurement of production quantities is gener 
ally switched to incentive contracts. 

While the preceding discussion pertains to the Department of Defense 
procurement system, the contractual relationships between prime contractors 
and their subcontractors tend to follow the same pattern. In addition, major 
subcontracts are subjected to direct review by Defense Department procure 
ment and audit agencies. 

It is the opinion of the members of this Association that by the utiliza- 
tion of the procedures, techniques and forms described above, Government 
procurement authorities negotiating in good faith with Contractors have es- 
tablished fair and reasonable contract prices and basic profit frameworks, 
Final contract prices and realized profits have, in practically every case, 
been well within contractual limits. This can lead only to the conclusion 
that the procurement process, by correcting the deficiencies of the wartime 
procurement system, has made the wartime ‘‘model’’ of renegotiation obso 
lete. 
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If renegotiation is to continue to have a place in the current procure 
ment process, it is to function as a watchdog protecting against those in 
frequent situations wherein, by reason of unforeseen circumstances, individ- 
ual contractors may receive over-all profits in excess of those contemplated | 
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by Government when contractual frameworks are established. 
2. PRESENT RENEGOTIATION PROCESS HINDERS COST REDUCTION 

Chart 4, page 19, illustrates very dramatically how the procurement 
system with its “buile—in’’ incentive for efficiency, has operated to reduce 
the cost of defense products to the Government despite increasing complexity 
as evidenced by the growth in AMPR weight and increasing labor and material 
costs. While the data contained on the chart pertains to aircraft delivered by 
one contractor, the pattern indicated is similar to the experience of other 
aircraft contractors. 

‘There are a number of factors affecting costs in the Aircraft Industry 
which require further explanation if the significance of the aircraft price 
structure is to be understood, 

First, non-recurring costs — namely, the cost of basic engineering, 
development, and tooling efforts — are included in the average unit costs of 
the first contract. Non—recurring costs on successive programs are related 
to those basic efforts necessary to incorporate changes, Although such 
changes frequently are substantial, they are incorporated in most cases with- 
out an increase in the over-all per unit cost to the Government. It is a funda- 
mental condition in this Industry that product improvements must be imple- 
mented at the earliest possible date if operational military aircraft are to 
benefit from the advanced technical concepts that are continually being de- 
veloped. This practice may be contrasted with the relatively slow rate of 
implementation of engineering developments in non—defense industries. 
Secondly, the average unit costs have been affected by changes in the sub- 
contract program that occurred principally by reason of Industry having co- 
operated to the fullest extent possible with the Government to attain the 
broad industrial base that is so important to the nation’s defense. Finally, 
increasing labor and material costs have contributed substantially to product 
costs over the past 10 years. 

Further, Chart 4 demonstrates that, with increasing volume, not only 
do average unit sales prices decrease, but the profit realized on each air- 
plane is correspondingly lower. This is significant in that it is evidence 
that the Government has not only obtained the entire benefit of the decreases 
in unit costs resulting from increased volume, but also has obtained the 
benefit of a substantial portion of the further reductions in unit costs result- 
ing from the contractor’s efficiency. 
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However, the Renegotiation Act as presently administered acts as a 
deterrent to efforts to reduce costs by placing the principal emphasis on pro- 
fits per se, and thus operates at direct cross—purposes to the efforts of the 
Department of Defense to reduce costs. By rulings which confiscate earnings 
that are not excessive and are well within the earnings frameworks contem- 
plated by both the procuring agency and the contractor at the time of negoti- 
ation, the incentive for cost reduction and efficiency is eviscerated, and the 
responsibility for procurement diluted, When a company makes a substantial 
contribution to the defense effort by designing and producing superior pro- 
ducts on schedule at reasonable cost, and when its earnings are within the 
contractually established earnings frameworks, a determination of excessive 


profits is patently unjustified. It is a fact, however, that unilateral deter- 
minations under the present Act have in many cases eliminated all or a sub- 
stantial portion of the incentive earnings, and in several cases have con- 
fiscated part of the basic earnings as well. The following cases are illus- 


trative: 


Incentive Renegotiation 
Earnings Refunds 

Company Year Before Taxes Before Taxes 
does —_—.__ i 195% $ 5,826,646 $10,000,000 
1953 10,948,809 7,500,000 

1954 8,394 ,437 10,000,000 

$25,169,892 $27,500,000 

Grumman ——————————_ 1952 $ 1,425,000 $ 1,500,000 
1953 3,880,000 5,500,000 

1954 3,400,000 3,500,000 

$ 8,705,000 $10,500,000 

Lockheed ———______ 1953 $ 3,672,000 $ 6,000,000 
North American —_—_______ 193 $ 6,800,000 $ 6,000,000 
1954 10,500,000 14,000,000 

$17,300,000 $20,000,000 

Total for above 9 cases $54,846,892 $64,000,000 


(The above data is presented graphically in Chart 5, page 21.) 
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RENEGOTIATION BOARD RULINGS HINDER COST REDUCTION EFFORTS 
BY ELIMINATING INCENTIVE FARNINGS BASED ON EFFICIENCY 


millions of dollars ( GM RENEGOTIATION REFUND) 
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This treatment by the Renegotiation Board removes the contractor’s in- 
centive to strive for the very cost reductions for which the procuring agency 
provided the incentive. Thus, the now obsolete Renegotiation Act acts as a 
dead hand on the incentive to reduce costs.. The Aircraft Industry does not 
believe that Congress intended this result, nor does it believe that it is in 
the best interest of the American public. 

The proper function of renegotiation is, not to inhibit cost reduction, 
but to serve as a watchdog to protect against those infrequent situations 
where over-all profits may exceed those contemplated at the time of negoti- 
ation. 

Several months ago the Department of Defense took up with the Re- 
negotiation Board this problem of not recognizing the incentive earnings 
which are held out for the specific purpose of achieving low—cost operation. 
The result was an amendment to the Renegotiation Board regulations, issued 
unilaterally by the Board itself, which provides that ‘‘the Board will take 
into consideration the extent to which any differences between , .,, estimated 
costs and actual costs are the result of the efficiency of the contractor."’ 

This regulation will, in the considered judgment of the Aircraft In- 
dustry, change nothing, since it obviously introduces no new basic concepts 
or considerations. 

The law itself requires the Board to take into consideration the ef- 
ficiency of the contractor, and consequently the-only surprising thing is that 
such a regulation was considered necessary at all. Surely the contractor’s 
efficiency was taken into consideration, or should have been, in the cases 
already decided by the Board; but this did not stop the Board from confiscat- 
ing incentive earnings. Nor has there been any indication that such decisions 
will now be revised, following the issuance of this new regulation, to re- 
cognize incentive earnings based on efficiency. 

In the past, the Renegotiation Board, although it has not openly ques- 
tioned the Defense Department’s pricing techniques or profit frameworks, has 
by its unilateral confiscation of incentive earnings signally failed to re- 
cognize the profit frameworks established in good faith by negotiation, and 
has failed to recognize or reward efficiency. There is nothing to indicate 
that a new regulation issued unilaterally by the Board itself, and repeating 
in different words what the law said in the first place, will persuade that 
same Board to do all those things which in the past it has been so con- 
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spicuous in failing to do. The law itself should be amended to provide clear- 
cut standards for the guidance of the Board. 

3. PRESENT RENEGOTIATION ACT IMPEDES TECHNOLOGICAL PRO- 
GRESS. One of the incalculable losses resulting from the operation of the 
present Act is that it has confiscated earnings which otherwise would have 
been available for privately—financed research and development, and for re- 
search and production facilities which reduce the time and cost to bring new 
weapons systems into operation. Sustained and substantial privately—financ- 
ed «esearch and development play a vital role in the advancement of science 
and technology. Although the Aircraft Industry has consistently plowed back 
most of its earnings, and has thereby been able to finance considerable re 
search and facilities, the specter of a Renegotiation Act containing no pre- 
cise standards and operating several years after earnings are made creates 
an atmosphere in which the Industry is reluctant to make additional long— 
term commitments for these essential expenditures. We cannot afford this 
self—imposed roadblock in our technological race with Russia, which is 
directing its considerable resources toward the broad, long—term advance- 
ment of science and weapons technology. 

With the cost of weapons development increasing geometrically with 
the time required to obtain the right answer, a heavy premium is placed on the 
early solution of technical problems, either analytically, in laboratories, or 
in flight testing, in that order. If these solutions are not found early, much 
time and money and irreplaceabie engineering man—hours are lost. Much of 
this waste could be prevented by adequate independent research and com- 
pany—owned facilities. 

Both the Government and Industry desire and have long been seeking 
ways for Industry to finance more of such research and facilities. But funds 
therefor can come from only two sources: 

a. earnings, and 

b. investors who have confidence in the Industry’s earnings ability. 
Howeve:, this goal of greater Industry participation cannot be attained to the 
desired extent under a Renegotiation Act which confiscates substantial por- 
tions of earnings which are already well below the levels required to support 
adequately necessary research and facility acquisition programs. Reason- 
able earnings and the prospect thereof provide both the incentive and the 
means for better defense products. The Renegotiation Board's present policy 
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of low earnings, by impeding progress and long—range economies, is leading 


inexorably to poorer and more costly defense, 


4. THE PRESENT RENEGOTIATION ACT IS BEING USED AS A BROAD- 
SWORD AGAINST THE AIRFRAME INDUSTRY AS A WHOLE. 
Indicative of the severe penalties imposed by the present Act on the 
Airframe Industry as a whole is the following tabulation of rulings for the 
years 1953 and 1954 alone: 


Company: 


Boeing 

Douglas 
Grumman 
Lockheed 
Martin 

North American 


Company: 


Boeing 

Douglas 
Grumman 
Lockheed 
Martin 

North American 


Renegotiation 
Refunds 
Before Taxes: 


$ 7,500,000 
6,000,000 
5,500,000 
6,000,000 
3,500,000 
6,000,000 

$34,500,000 


Renegotiation 
Refunds 
Before Taxes: 


$10,000,000 
6,000,000 
3,500,000 
no decision yet 
6,250,000 
14,000,000 
$39,750,000 
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1953 


Ratio of Earnings (Before 
Federal Income Taxes) to Sales 








Before After 
Renego- Renego- 
tiation: tiation: 
7.1% 6.3% 
6.1% 5.6% 
10.2% 8.0% 
6.8% 6.3% 
6.8% 5.4% 
7.2% 6.4% 
7.0% 6.2% 
1954 





Ratio of Earnings (Before 
Federal Income Taxes) to Sales 


Before After 
Renego- Renego- 
tiation: tiation: 
7.2% 6.3% 
6. 1% 5.6% 
9.5% 8.1% 
7.8% 5.8% 
8.3% 6.5% 
7.4% 6.2% 
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In addition, Boeing was penalized $10,000,000 in 1952, and Fairchild, Mec 
Donnell, Republic and Temco have been asked to make one or more refunds 
for the years 1951-1954. The total pre—tax refunds requested during those 
4 years from the above 10 companies alone have already amounted to $10], 
500,000 (an average of over $5,000,000 per company per refund). Renegoti- 
ation for 1955 has barely started, let alone 1956 and 1957. 

This constitutes, not the selective elimination of excessive profits 
contemplated by Congress, but a broadsword attack on the Airframe Industry— 
and on no other industry — as a whole. 

Most of the above 10 companies have filed suit in the U. S. Tax Court 
to redress what they consider to be arbitrary rulings by the Renegotiation 
Board, These strong disagreements with respect to whether or not there were 
excessive profits, and if so, the extent thereof, are traceable basically to the 
absence of a sufficiently clear statutory definition of the term ‘‘excessive 
profits.’’ 

It would be understandable if one company, in a particular year, had 
its earnings reduced to something like the U. S. manufacturing industry aver 
age, but it is difficult to understand the logic behind reducing the earnings 
of the Airframe Industry as a whole when those earnings are already so low, 
when they are within the earnings frameworks carefully and prudently negoti- 
ated by the services, and when the earnings thus confiscated are needed for 
research and facilities. 

In short, the Renegotiation Board has challenged the earnings stand- 
ards established by the Department of Defense, although those standards 
have not been questioned by Congress and although they have been set after 
consideration of all pertinent factors bearing on the issue of appropriate 
earnings. The Board has said, in effect, that Airframe Industry earnings, as 
a whole, are excessive. 

No matter what standards are applied, the earnings of the Airframe In- 
dustry as a whole cannot reasonably be described as excessive, Even be- 
fore renegotiation, Airframe Industry earnings are substantially lower than 
earnings of other U. S. manufacturers, Expressed as a percent of net worth, 
the earnings after taxes of the still young Airframe Industry whose relative 
ly low invested capital reflects the peak and valley nature of the contracts 
ing business and does not reflect the Airframe Industry’s greatest asset— 
**know—how’’ — have averaged 17.0% during the 12 years since World War II 
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(1946 through 1957). (note 1) This is only about 1/Sth higher than the aver- 
age earnings of 14,1% of all major U. S, manufacturers (note 2) , most of whom 
have passed their initial growth stage when earnings were high in relation 
to net worth. As a percent of sales, however, the contrast is striking; the 
earnings of all major manufacturers have been, and continue to be, about 24 
times the earnings of the Airframe Industry: 





After Taxes 
1946-1957 1957 


Before Taxes (note 3) 


1946-1957 1957 





All major U. S. manufacturers 13.1% 12.3% 
Airframe manufacturers ——_—_——__ 5.2% 5.0% 





6.3% 5.9% 
2.5% 2.4% 


See Chart 6, page 27. 
All of these low Airframe Industry earnings will be even lower as a result of 
renegotiation. 

This record of low earnings demonstrates that the Airframe Industry has 
not been making-the ‘‘excessive profits’’ so clearly defined by the Honor- 
able Carl Vinson during floor discussions concerning the Renegotiation Act 
of 1951, quoted more fully on page 3. 

*‘Renegotiation does no more than prevent or eliminate profits that are 
clearly excessive or unreasonable on an overall basis. . .”’ 

Two years ago the Hebert Committee spent many months making a com- 
prehensive review of the earnings of the Airframe Industry for the period 
1952-1955. All major airframe companies testified, as did civilian heads 
and top officers of the Army, Navy and Air Force, and as did the Chairman 
of the Renegotiation Board. As a result of this thorough investigation, the 
Hebert Committee, in contrast to the broadside penalties imposed by the 
Renegotiation Board, summed up: 

“The subcommittee concludes, on the evidence, that there has been no show- 
ing that, on the average, the profits allowed were excessive,”’ 


Note 1: Aircraft Industries Association data: 12 companies having the largest sales in each 
year, 


Note 2: First National City Bank of New York data: 1835 companies in 1957. 
Note 3: Computed by adjusting the after—tax ratios to reflect an assumed 52% tax fate. 
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AIRFRAME INDUSTRY EARNINGS ARE 
FAR BELOW OTHER MANUFACTURERS 


Ratio Of Earnings After Taxes To Sales 





1946 thru 1957 1957 
All Major U. S. Manufacturers* ————— 6.3% 5.9% 
Airframe Manufacturers «* —————_—— 2.5% 2.4% 
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While statistical cata pertaining to net worth, stock prices, etc., can be 
presented in such a manner as to make the Aircraft Industry appear profitable 
in individual years, such data, taken alone, do not constitute valid criteria 
for measuring the reasonableness of earnings, when proper consideration is 
given to the unusual characteristics of the Aircraft Industry, particularly the 
long—term contracting nature of its business. Very substantial time periods 
(often 6 years or more) are needed to develop a complex*néw weapon and 
advance it to a production and profitability status. Consideration of only 
those later years in which profits are recorded ignores the substantial re- 
search, development, tooling and initial production efforts expended in years 
when the books reflected losses or minimal earnings. It also ignores the 


‘fact that earnings of peak years must provide the capital for research, de- 


velopment and facilities in less profitable periods, 

Since the Renegotiation Roard appeared until about two years ago to 
be following, in most cases, the intent of the law as expressed by Mr. Vin- 
son, the omission of a clear—cut statutory definition of excessive profits was 
not a matter of great concern to the Aircraft Industry when prior extensions 
of the Renegotiation Act were being considered by Congress. Today, follow- 
ing rulings which confiscate earnings which are reasonable, the Aircraft 
Industry is vitally concerned that the Act should contain much more precise 
standards by which to determine ‘‘excessive profits.’’ 

Chart 7, page 29 indicates the effect of renegotiation on the already— 
low earnings of the Airframe Industry. 

5. CRITERIA OF THE PRESENT RENEGOTIATION ACT ARE TOO VAGUE 

The criticisms of renegotiation discussed up to this point have been 
concerned primarily with its administration. One other major area of criti- 
cism deals with the reason for these failures of administration. It lies in a 
general deficiency in the Act itself; namely, that the criteria of the present 
Act are too vague. 

As it now stands, the Act contains 7 generalized factors to be con- 
sidered by the Renegotiation Board: 

a. efficiency of the contractor 

b. reasonableness of costs and profits 
c. net worth 

d. extent of risk assumed 

e. contribution to the defense effort 
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EFFECT OF RENEGOTIATION ON AIRFRAME INDUSTRY EARNINGS 
WHICH ARE ALREADY FAR BELOW OTHER MANUFACTURERS 


percent of sales (before taxes) 
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Assumed Average Tax Rates of 60% in 1952 and 1953, and 52% in 1954 and 1955. 
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f, character of the business 

g. other factors considered important by the Board 

No further explanation of these factors is set out in the Act, and they are so 
vague that their application of necessity results in no more than the individ- 
ual judgment of five men who, unlike the contracting officers who negotiate 
defense contracts, can have little or no detailed, firsthand knowledge of the 
work performed years ago. ‘The difficulty, if not impossibility, of applying 
judgment to the task of determining excessive profits without specific stand 
ards is attested by the substantial differences between the judgments of the 
Washington Board and the judgments of Regional Boards whose members had 
more direct knowledge of the operations of the company under review. In one 
case, the difference was from zero to $10,000,000, and in all cases the 
Regional and Washington Boards were working with the same set of facts. 
The necessarily arbitrary nature of rulings based on such vague standards is 
further evidenced by the statements issued by the Board in justifying their 
rulings: they are so generalized that it is impossible to determine the extent 
of the Board’s consideration of such prime factors as the contractor’s ef- 
ficiency and the resulting incentive earnings. New regulations issued by 
the Board on 3 April 1958, stating — after all these years — that the Board 
will consider, and issue a statement concerning, the extent to which cost 
reductions under incentive contracts are the result of the contractor’s ef- 
ficiency, simply point up, but do not cure, the flaw of vagueness which is in 
the basic law. 

Considering the complex technical nature of aircraft operations, neither 
the Renegotiation Board nor any other group of laymen is capable of evaluat- 
ing this work in terms of reasonable earnings, without specific and objective 
standards established by Congress. 

On this subject, the Hebert Committee stated: 

‘We believe that ground rules relating to earnings and profit must be 
more certain. . . 

Therefore, it is our urgent recommendation that the Ways and Means 
Committee review the subject of statutory reneSotiation. . .; and, while ad- 
herin¢ to the principle of recovering excessive profits, at least provide the 
more specific rules or guidance by which the principle of renegotiation is to 
be applied.’’ (underlining added.) 

The determination of reasonable levels of profits is not a matter of 
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applying rigid formulae’ In this, Industry concurs with the Renegotiation 
Board's public statement that it is a matter of judgment. Judgment can, how- 
ever, be exercised only after all pertinent factors have been objectively 
considered and weighed. 

This is where the renegotiation process has failed to accomplish the 
objectives of Congress. It appears that because of the vagueness of the 
language of the Act, in which the six Statutory Factors previously cited are 
set forth with little or no amplification, all pertinent factors have aot been 
considered and, further, that the factors which have been considered have not 
been properly evaluated, (It is to be noted that the Statutory Factors, con- 
tained in the Act, are virtually identical to the factors which defense pro- 
curement agencies by regulation are required to consider. ) 

The members of this Association are of the opinion that, with respect 
to the Aircraft Industry, certain of the Statutory Factors, for all practical pur 
poses, have been ignored by the Renegotiation Board in its evaluation of the 
reasonableness of profits; namely, efficiency, which has been discussed 
previously; risk; character of the business; and contribution to the defense 
effort. 

In addition, the Board -has failed to consider certain factors. which, 
although not mentioned specifically in the Act, appear to the Industry to 
clearly fall within the intent of the seventh Statutory Factor which states; 
‘‘Such other factors, the consideration of which the public interest and fair 
and equitable dealiné may require.’’ Two of these factors, narely, program 
and profit phasing and long term financial capability are discussed below: 
Program and Profit Phasing. 

‘‘Fair and equitable dealing’’ requires that the individual nature of the 
Aircraft Industry and the differences between it and other industries be given 
full consideration. Perhaps the most outstanding characteristic of the In- 
dustry generally, and one which distinguishes it from other industries, is 
the length of time involved in the design, development, and production of 
aircraft and missiles and associated equipment, This is graphically portray- 
ed in Chart 8, page 32, which depicts the time phasing of the principal pro- 
duct programs of one contractor whose experience is typical of the Industry. 
The length and composition of this cycle is reflected, with regard to the re 
cording of earnings, in what is referred to in the Industry as “‘profit phasing”’. 

Chart 9, page 33, illustrates the profit phasing relative to one con- 
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tractor’s principal products in recent years. This example is also typical of 
the experience of other aircraft contractors. These two charts indicate clear- 
ly that the profits recorded in any one year with respect to a given program 
are in reality earned over a long period of years, including the earlier years 
during which losses or nominal profits were recorded. 

Because most members of the Aircraft Industry are able to perform only 
a limited number of major programs at any one time, there frequently is not 
sufficient overlapping of major programs to smooth out the sharp peaks and 
valleys in annual recorded earnings levels and profit margins. The time- 
phasing of individual programs and the relation between programs are, how- 
ever, known and considered by Government negotiators at the time contracts 
are negotiated, Thus an increase in a contractor’s recorded earnings in any 
given year arising from this circumstance is in no way due to any unforeseen 
or unintended windfall and should not be so considered in the renegotiation 
process. 
Long Term Financial Capability. 


Industry does not believe that effective recognition is given by the 
renegotiation process to the factor of ‘‘public interest’? contained in the 
seventh Statutory Factor. 

The public interest, insofar as national defense is concerned is obvi- 
ously conditioned by the present cold war, and the recognized possibility 
that it will continue for many years. This situation makes the maintenance 
of effective — i.e., operational — military strength over a period of indefinite 
length a primary national policy. The corollary of this principle, namely, 
that military strength depends upon the continuous development of new wea- 
pons and their production in operational quantities, cannot be challenged on 
any logical basis. As privately financed research and development executed 
on a continuing basis and the use of privately owned research facilities 
greatly broaden the scope of scientific inquiry and accelerate technological 
progress in the many fields related to weapons development, their continu- 
ation is mandatory. Thus the ‘‘public interest’? now demands an industry 
that has the financial strength to direct, on a long term basis, the abilities 
and energies of Free World scientists and engineers into the design, develop- 
ment, and production of superior instruments of national defense. In response 
to this demand, defense contractors have subjected their financial resources 
to severe strains by reason of substantially increased facilities and working 
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capital requirements in attempting to fulfill their responsibilities in the area 
of research and development while, at the same time, increasing production 
capabilities and implementing major changes in manufacturing techniques 
and processes, 

However, renegotiation in the absence of specific guidelines in the 
Act with respect to what constitutes the public interest continues to cons 
fiscate reasonable earnings which would otherwise support, directly or ine 
directly, increased private investment in the Industry. 

The members of this Association submit that the Renegotiation Board, 
lacking precise criteria in the Act, has imposed arbitrary profit limitations, 
strictly upon:the basis that volume has increased over that existing in the 
period prior to 1952—3, and that such increase should be accompanied bya 
decrease in profit margins. The practical effect of this limitation has been 
to negate any consideration as may have been given to efficiency and the 
other factors recognized in pricing negotiations by procurement authorities 
and also by the Renegotiation Act. The Board, in attempting to justify the 
imposition of this limitation, apparently contends that lower profit margins 
are required since the increases in volume were made possible by the use 
of Government—owned facilities and the employment of subcontracting. 

It is Industry’s position, as was explained earlier, that contract price 
negotiation procedures assure that the operating economies associated with 
increased volume on both an individual program and over—all basis and the 
relation of profit margins to volume are taken into account, and, therefore, 
require no further consideration in the course of renegotiation. Similarly, 
the contributions made by Government—owned facilities and the subcontract 
structure to the attainment of increased volume are known in advance and 
fully considered by Government in the establishment of contract prices and 
earnings frameworks. Because of the critical role assigned by the Board to 
volume in its proceedings, further discussion of the subject is believed 
essential. 

Government—Owned Facilities. 

The Renegotiation Board has given adverse consideration to the em 
ployment by Industry of Government—owned facilities. In so doing, the Board 
has ignored the fact that contract negotiations have taken such utilization 
and its impact on volume fully into account and as a result have established 
profit rates for the Industry below those that would have been established 
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had a larger proportion of the facilities used been privately owned. 

The reduction of the contract earnings framework, in recognition of the 
utilization of Government facilities, is evidenced in part by comparing. air- 
frame contractors’ profit margins and the substantially higher margins real- 
ized by the manufacturing industry as was demonstrated in Chart 6, page 27. 

Depreciation and obsolescence of Government—owned facilities and 
interest or return on Government investment in such facilities are obviously 
not recognized in prices paid contractors. However, it is equally obvious 
that such factors would enter into prices paid contractors should such facili- 
ties be privately owned, 

In short, insofar as ultimate, true costs to Government are concerned, 
it is very little more than a matter of bookkeeping whether facilities used 
principally in manufacturing defense products are owned by Contractors or 
by Government. 

Subcontracting. 

The Renegotiation Board has clearly indicated that the extensive em- 
ployment of subcontractors by prime contractors is an adverse factor in its 
evaluation of the reasonableness of profits. The use of subcontractors on a 
large scale is not a practice which is peculiar to the Aircraft Industry. In 
many contracting and manufacturing industries, a very substantial portion of 
the end product is comprised of subcontracted components, 

Optimum utilization of subcontractors is, however, by no means a 
simple task. To the contrary, in the Aircraft Industry, particularly, it is a 
highly complex operation demanding management ingenuity, planning, engi- 
neering, and administrative skills of the highest order. 

Over and above the subcontracting structure deemed necessary by in- 
dividual contractors, national policy has required a further extension of the 
structure as a means of bringing small business even more fully into the 
industrial base of the defense effort. Prime contractors have cooperated to 
the fullest extent in the implementation of this policy. Important fabrication 
and assembly work has been subcontracted which could have been efficient- 
ly performed by prime contractors with available facilities and personnel. 
In addition, it has been necessary in numerous cases to give extensive 
assistance to subcontractors and to surmount complex technical and ad- 
ministrative problems in order to discharge effectively Industry’s obligation 
to produce quality products in accordance with contract schedules. 
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It is Industry’s opinion that prime contractors’ successful efforts in 
establishing and operating an extensive subcontracting structure, effectively 
utilizing the initiative and capabilities of thousands of small businesses, 
are meritorious in themselves and rather than being considered adversely 
should be recognized as a favorable factor in renegotiation. 

Contract Financing. 

The contractual arrangements between Industry contractors and Governs 
ment with regard to progress and advance payments and cost reimbursement 
are not peculiar to the Aircraft Industry but are widely employed in other 
fields of defense and commercial contracting. Such arrangements and their 
impact on the attainment of volume are known by Government negotiators and 
considered at the time earnings frameworks are established. Hence, adverse 
consideration thereof in the renegotiation process is not justified. 

Finally, the Statutory Factor of net worth and capital employed appears 
to Industry to have been applied in a manner contrary to the intent of Cons 
gress in that the Renegotiation Board has accorded it substantial weight in 
its determinations. Industry believes, to the contrary, that return on book net 
worth is not a valid criterion for measuring reasonableness of renegotiable 
earnings with respect to the Aircraft Industry for the following principal 
reasons: 

1. Book net worth does not reflect an individual contractor’s greatest 
asset — “‘know—how’’ — namely, the value of a highly skilled engineering, 
manufacturing, and administrative team having the demonstrated capability of 
designing, developing, and manufacturing highly complex and advanced de- 
fense weapons. 

2. Return on book net worth for a particular year does not recognize 
the program and profit phasing characteristics of the Industry. 

3. Return on book net worth fails to recognize that the Industry gener- 
ally has a low book net worth, in relation to its production requirements, as 
a result of the historical lack of reasonable profit margins and the peak and 
valley nature of the business. 

4. Book net worth does not reflect the marked appreciation in the value 
of tangible physical property. 

5 Return on book net worth compares the Aircraft Industry, which is 
currently in its growth stages, with companies in older and more stabilized 
industries. Historically, during their developmental and growth years, other 
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industries have realized very high rates of return on net worth. If a com- 
parison is to be made, the current return of the Aircraft Industry should be 
measured against the return of other industries at comparable stages of grow- 
th. 

For the five principal reasons. set forth above, Industry submits that 
return on book net worth does not throw light on the reasonableness of In- 
dustry earnings. 

If return on book net worth is used as a limiting criterion, the program 
and profit phasing aspects of the Aircraft Industry, and other factors affect- 
ing net worth, must be fully understood and given proper consideration in the 
renegotiation process, 

To sum up Industry’s position as to the interpretation of the present 
definition of excessive profits and application of Statutory Factors to in- 
dividual cases, the Renegotiation Board has established a pattern which 
substantially ignores efficiency rather than encourages it; ignores the length 
of the development—production cycle and the resultant phasing of earnings, 
i.e., lower earnings in early years and higher earnings in later years; pre- 
vents Industry from maintaining the long-term financial capability of per- 
forming its responsibilities in the national defense; places undue emphasis 
upon increases in sales volume and return on book net worth; effectively 
penalizes extensive subcontracting by prime contractors (most of which is 
to firms classified as small business); and penalizes contractors for the use 
of Government—owned facilities. Above all, it ignores the consideration 
given to these very factors and other pertinent factors by Department of De- 
fense negotiators at the time contracts are negotiated, and, by so doing, the 
renegotiation process imposes inequitable penalties on Industry. 

In effect, the Board has arrogated to itself the authority of establish- 
ing the profit structure of the Aircraft Industry in direct conflict with Con- 
gress’ previous delegation of such authority to the Department of Defense. 


Recommendation 


It is the considered opinion of the members of this Association that 
the Renegotiation Act, as it is currently administered, is doing a genuine 
harm to the national defense effort. It negates the use of basic Department 
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of Defense procurement procedures by emasculating incentives for cost te 
duction and efficiency, and allows the confiscation of earnings which would 
otherwise support increased expenditures for research and facilities.  f 
contains criteria that are so vague and incomplete as to make it virtually 
certain that the Board’s determinations will continue to be made on an arbi- 
trary basis. , 

As previously indicated, the Aircraft Industry holds no brief for ex 
cessive profits, It does believe, however, that Congress should squarely 
face up to the issue of profit control; and if the Act is continued it should 
be amended so that the contract provisions and procurement procedures of 
the Department of Defense which encourage efficiency and which rewatd 
outstanding contributions to the defense effort are not circumvented by the 
renegotiation process. Other existing legislation, enacted after much study 
by Congress, has authorized the establishment of provisions and procedures, 
and placed the determination of contractual profit frameworks, in the hands 
of Department of Defense procurement organizations. Such procedures and 
processes have been subjected to continuous review by Congressional com- 
mittees and permanent staff groups. It is up to Congress, not the Renegoti- 
ation Board, to counsel the services as to whether the basic profit frame 
works on defense procurement are proper. Otherwise, contractors might as 
well negotiate directly with the Renegotiation Board before they enter into 
a contract. 

The Aircraft Industry has studied the problem of renegotiation long 
and hard and has concluded that what is required is an amendment to the 
Renégotiation Act which would recognize the validity of contractual pro- 
visions and authorized procurement procedures by establishing a standard 
of eamings predicated on the basic profit, plus a reward for efficient per 
formance, all as contractually negotiated, and thus would remove the great- 
est single inequity and the cause of most of the evils resulting from the 
present Act. 

Such an amendment would follow the last sentence of Section 103 (e) 
of the Act and would read: 

‘In order to encourage efficiency and cost reduction efforts under 
contracts with the Departments, and subcontracts, (including incentive fixed 
price, redeterminable fixed price, and cost plus fee contract types) which 
entitle the Departments to all or a portion of any amount by which the actual 
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costs are less than the estimated costs stated therein, no portion of the 
profits derived therefrom shall be determined to be excessive unless the 
aggregate of such profits for the fiscal year substantially exceeds* the ag- 
gregate of the basic profits used by the contracting parties in establishing 
the basic contract prices. Any amount by which the aggregate of such profits 
for a fiscal year substantially exceeds* the aggregate of such basic profits 
may be determined to be excessive only if the Board demonstrates that such 
excess did not result from efficiency on the part of contractor or subcontrac- 
tor. The foregoing sentence shall not be construed as establishing any pre- 
sumption that profits in any amount are excessive profits as that term is 
used in this title.”’ 

Further, in order to obtain judicial review to assure that this proposed 
standard is properly administered, it is believed appropriate that both parties 
have the right to appeal from decisions of the Tax Court, which now con- 
stitutes the only forum to which an appeal from the Renegotiation Board can 
be taken. For this purpose, it is suggested, as proposed by the Hon. Cecil 
R. King in Section 4 of H. R. 13092, that the second sentence of Section 108 
of the Renegotiation Act be amended to read. . . 

‘Upon such filing such court shall have exclusive jurisdiction, by 
order, to determine the amount, if any, of such excessive profits received or 
accrued by the contractor or subcontractor, and such determination may be 
reviewed as provided in subsections (A) and (C) of section 7482 of the 
Internal Revenue Code of 1954’’. 

In this connection, the fourth sentence of such Section 108 of the Re- 
negotiation Act should be arended by deleting the word, ‘‘finally’’. 


Conclusion 


In the foregoing Statement, the views of the members of this Associa- 
tion as to the major aspects of the renegotiation problem have been set forth. 


* If Congtess wishes to be more specific, the words ‘‘substantially exceeds’* may be 
teplaced by the words “‘exceeds by more than __%’", and the precise percentage inserted in the 
blank space. 
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An explanation has been given of the manner in which prices are es 
tablished and how the system of checks and balances in the Department of 
Defense procurement system operates in most cases both to foster efficiency 
and price reduction and to prevent contractors from receiving excessive pro- 
fits from their dealings with the Government. The severely increased burden 
placed upon Industry’s finances by the need for new facilities and greatly 
expanded and diversified research and development has been discussed and 
it has been pointed out that the necessary funds can only come from the 
reinvestment of earnings and from new investment capital which itself is 
attracted only when there is reasonable assurance of future earnings. In- 
dustry’s views as to the principal shortcomings of the renegotiation process 
as it has evolved in recent years have been presented and analyzed in con 
siderable detail. 

The members of this Association feel that the procurement system has 
not allowed them generally to receive excessive profits. Nevertheless, the 
members are in full accord with Congress’ desire to provide a mechanism 
which will prevent or eliminate such excessive profits as may from time to 
time occur in individual instances. 

The proposed legislation amending the present Act would, in the opin- 
ion of this Association,allow a degree of surveillance and control sufficient 
to eliminate truly excessive profits without at the same time upsetting the 
effectiveness of the present defense procurement system. The amendment 
would maintain the authority to establish profit rates and profit incentives 
in the hands of the Department of Defense, leaving the Renegotiation Board 
to perform a ‘‘watchdog’’ function to assure that individual instances of 
excessive profits are recaptured. 

This committee of Congress, concerned as it is with federal expendi 
tures and taxation, must necessarily have acquired over the years a keen 
awareness of the manner in which the American economy, as a whole, func 
tions; how this great economic machine has created for our large population 
the highest standard of living known to mankind; how American goods and 
services and economic ideas have spread across the Free World; and how it 
is vigorously competing with the socio—economic system of the Communist 
World. 

The committee should keep in mind that it is financial incentive, i.e., 
profit incentive, which both fuels and lubricates this great, but human, eco 
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nomic machine of the Free World, which makes it creative of new ideas and 
products, which makes it run efficiently, and which makes it produce and 
distribute goods and services at the lowest prices possible. 

It is more than incidental interest that across the Iron Curtain financial 
incentives and freedom from arbitrary financial restrictions have played an 
important role in fostering scientific and technical progress. 

The Renegotiation process is a handful of sand in the American eco- 
nomic machine, lessening its efficiency and obstructing the flow of scientific 
thought and new product development. If control is needed, let it be a simple 
valve which will bleed off occasional instances of excessive profits without 
contaminating the basic system. 

It would be ironic, indeed, if the denial of financial incentives in this 
“free enterprise’’ nation should cause us to fall behind the financially un- 
restricted science and technology of Communist Russia. 

This is the problem and the challenge — how to direct the best efforts 
of the national economy to the ends of the national defense program. Re- 
negotiation simply cannot be considered as a thing apart. It is and must be 
an integral part of the overall procurement system and its objectives and 
ultimate accomplishments must be consistent with the requirements of public 
policy as related to the execution of the national defense program. 
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Mr. Auxen. First, why are we here? 

One reason is because in our view the Renegotiation Act is being 
administered by the Renegotiation Board in a manner contrary to 
the intent of Congress. 

Second, because the Renegotiation Act as administered by the 
Renegotiation Board in our view is definitely harmful to our national 
security. We agree fully with the purposes of the Renegotiation Act, 
and those purposes being stated in the act itself; namely, the elim- 
ination of excessive profits. 

We thoroughly agree with that, and we are not here advocating 
any excessive profits to be retained by anyone. In that connection, 
I would like to call particular attention to an oft-quoted statement 
by Congressman Carl Vinson. As you know, he has taken a great 
interest in this type ofegislation, in defining the purposes of rene- 
gotiation. I ward like to read the first sentence of that statement and 
it appears on page 3 of this smaller booklet : 

Renegotiation does no more than prevent or eliminate profits that are clearly 
excessive and unreasonable on an overall basis, profits that it would be clearly 
unconscionable for a contractor to retain from his dealing with his Government 
in circumstances which preclude proper initial pricing. 

As I think you will recall, the Renegotiation Act was first enacted, 
I believe, in 1941, during World War II. There was a real need for 
the act during the war. There was no time to negotiate carefully 
contracts. It wasa matter of getting the job done under the emergency 
that then existed. 

Furthermore, we did not have the experience particularly with ref- 
erence to large volume which would permit intelligent pricing. The 
industry never engaged in any such volume and there was no basis 
of experience upon which we could rely. However, the situation that 
orevailed during the war and which called for,the Renegotiation Act 
ol drastically changed since that time. Since the war the Depart- 
ment of Defense, within the framework established by Congress, has 
developed an extensive system of procurement, and has developed 
procedures and tehcniques which in our view adequately protect the 
interests of the Government in the negotiation of most Government 
contracts. Various contract types have been developed to fit the par- 
ticular situation involved. 

Reference has been made here this morning to the type of contract 
where we do not have any experience upon which to base prices. A 
contract has been developed to cover that situation; namely, the cost 
plus a fixed-fee type of contract. When that type of contract is used, 
where the circumstances justify it, an incentive provision is put in 
the contract which I will refer to later. 

In that type of contract where there has been some background of 
experience, sufficient experience in which, as Congressman Vinson 
says, “Proper initial pricing can properly be indulged in,” the usual 
type of contract employed is a fixed-price contract. Very often and 
usually, that type of contract is again an incentive contract operating 
as follows: 

Based upon the experience up to the point where the negotiation 
takes place, that experience may have been past contracts dealing with 
that article, or it may have been the production up to the point under 
the contract involved. A target cost is negotiated as between the 
contractor and the Government. The experience is laid out on the 
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table, and based upon that experience, of course, the Government has 
available to it the experience of the other contractors, and a contract 
target is established. The contract will then provide that if the con- 
tractor is able to underrun that target by better than anticipated 
performance, he will share in the savings, usually 20 percent thereof, 
with the 80 percent going to the Government. 

The contract further provides that if the contractor’s experience 
is not as good as anticipated, and he doesn’t do as good a job, or for 
some other reasons, so that there is an overrun, the contractor in turn 
will share in that overrun in the same percentage. 

With respect to the underrun provision, there is a limit placed on the 
extent to which the contractor can share. With respect to the overrun 
provision, after it reaches a certain point, all of the overrun is on the 
contractor. 

Over the years, the Department of Defense has developed a very 
experienced group of negotiators. At least that is true with respect to 
the industries that I represent here today. The factors which they 
take into account are essentially the same factors that are spelled out 
in the Renegotiation Act that must be considered by the Renegotia- 
tion Board. The risk involved, and the capital investment employed, 
and the extent of subcontracting, volume, and so on are covered. 

Now, in this booklet we have gone to considerable pains to delineate 
for your information the techniques and practices followed by the 
Department of Defense in the handling of contracts with the aircraft 
industry. That material commences on page 4 and it concludes on 
page 18. I would suggest that if the committee can take the time 
that that material be read, and I believe that you will conelude that 
the Department of Defense has developed procedures and techniques 
which in the main will protect the interests of the Government. 

I would like to call your attention to several charts appearing in 
this material. The first is chart 10, page 8. There is spelled out in 
graphic form the operation of an incentive type contract. 

You will observe the dotted line at the figure 100. That line repre- 
sents the contract target estimate, and the target that has been agreed 
upon, and has been negotiated. As pointed out there, if the contractor 
is able to perform better than anticipated and does so perform, he 
shares in the savings to the extent of 20 percent up to a certain point, 
where of course from there on it is all to the Government. 

On the other hand, if there is an overrun, he shares in that overrun 
in the same percentage to a point where thereafter it is all on him. 

Mr. Stmpson. Could I ask a question there, please ? 

Irrespective of the type of the contract which he has entered into, 
does renegotiation apply nevertheless ? 

Mr. Auten. Yes; I am talking, or at least the representatives that 
I represent here today, the companies, all of our work with the 
Government is subject to renegotiation. 

Mr. Stmpson. But these several pages you have referred to show 
different means of entering into a contract. 

Mr. Auten. They are all subject to that. 

Mr. Simpson. It can be through any of those procedures, and never- 
theless renegotiation applies ¢ 

Mr. Auten. Yes; and that is my point, sir. 
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Going on, on pages 12 and 13, on chart No. 12 there are graphic 
representations of what we call the experience curve; in other words, 
the experience of a contractor based upon many years’ experience and 
also the industry generally of how costs are reduced and are expected 
to be reduced as we develop, or as we go along with the experience 
curve and become more acquainted with the article. Of course, this 
type of information is used by the Defense Department in the nego- 
tiation of these contracts. 

The chart No. 3 points out how upon the completion of contract, 
if there is a follow-on contract, the experience on the first contract is 
used as a starting point for the second contract. Hence, if a contractor 
has been able to do better on his first contract than anticipated, that 
better experience is used in the negotiation of the second contract. 

On page 19 there is a chart which demonstrates in figures what may 
happen with respect to the performance of contracts. This happens 
to be a representation of contracts that the Boeing Co. had on the 
B-47 program, and you will observe there, for example, in the second 
column, the initial quantity price per article, $2,400,000, and there 
were subsequent contracts, and the final one, the price was down to 
just over a million dollars. 

You will observe in the second column, the substantial reductions 
in sales price per pound, and in the fourth column how the average 
profit per pound goes down. That is despite the fact that at the 
same time, as shown by the succeeding columns, labor prices were 
going up and material prices were going up, and the weight of the 
airplane was going up also. 

Now, let us have a look at what happens to the policies of the Defense 
Department as outlined here, the types of contracts that they use, 
in the hands of the Renegotiation Board. 

On page 20 you will find comparative earnings for different com- 
panies, for 1954 and 1955 on the type I have mentioned, and in the 
final column the renegotiation refunds before taxes claimed by the 
Renegotiation Board. 

In the interest of time, let me refer only to my own company, the 
first one listed there. However, our experience is illustrative of the 
other companies involved. 

Now you will observe that under the incentive-type contract that 
I have described for those years, the Boeing Co. produced earnings 
for itself resulting from savings of $25 million. Now, since those 
contracts were on an 80-20 split, that means that where we made $25 
million ourselves, we saved the Government $100 million. 

All right, what took place ? 

Having saved the Government $100 million with $25 million for 
ourselves, before taxes, and of course when you apply the taxes that 
goes substantially down—the Renegotiation Board comes along in sub- 
sequent years and takes it all away from us and some more for good 
measure. 

Is there any charge of bad faith in negotiation of those contracts? 
There is none whatsoever. 

Is there any charge that there were facts withheld in that negotia- 
tion of those contracts? Not at all. As a matter of fact, the con- 
tracts involved here were long production run contracts, B—47’s, and 
C-97’s, in which we had substantial experience at the time the contract 
was negotiated, so that the costs could be intelligently anticipated. 
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That information was of course available to the United States Gov- 
ernment, and they have their auditors right in our plant, and we take 
those facts in and we sit down with those experienced negotiators and 
the contract was arrived at and the incentives established. 

All right, we then do a better than anticipated job, and we save the 
Government $100 million, and $25 million for ourselves, and in sub- 
sequent years the Renegotiation Board comes along and takes it all 
away from us, and more, too. 

I submit to you, can you think of any better method to kill incen- 
tive than that? 

Can you think of any better method to, within an organization, de- 
stroy the very thing that has made this country great? I can’t. 

Now, was there any charge of inefficiency on the part of the Boeing 
Co. by the Renegotiation Board ? 

I will read from the Renegotiation Board’s statement with respect 
to the years 1952, 1953, and 1954, and notifying us that they were tak- 
ing back the amounts that are set forth in that third column. 

For the year 1952, what did they say ¢ 

A very high degree of efficiency has been demonstrated in the contractors on 
production. 


For 1953, what did they say ? 


The contractor continued to operate at a very high degree of efficiency which 
has been demonstrated by the continuing low man-hours expended per pound of 
airplane produced. 


For 1954, they said: 


The contractor continued to operate at a very high degree of efficiency which 
has been demonstrated by the continuing low man-hours expended per pound of 
airplane produced. 


We had to operate that way in order to get the underruns and to 
make the savings involved. 

All right, now let us take a look at those particular years again 
with reference to the Boeing Co. Again I want to add that this: is 
simply illustrative of the experience of other companies. 

What did the Boeing Co. make in 1952? That is the year in which 
that refund was claimed. 

Well, we did $739 million worth of business for the United States 
Government, and before renegotiation and after taxes, we ended up 
with $14 million. That is 1.9 percent net earnings on sales. The 
Renegotiation Board said that “That is too much, we want to take 
some back.” 

For the next year we did $918 million worth of business for the 
Government, and we ended up with $20 million in profit, or 2.2 percent 
net earnings to sales. The Renegotiation Board said that, That is 
too much, even though your earnings were based upon underrunning 
costs, we want some money back.” 

In 1954, the last year involved, we did over a billion worth of busi- 
ness for the United States Government, and we ended up with $34 
million in net earnings, and 3.3 percent of sales. Again the Renego- 
tiation Board said, “That is too much.” 

I submit, gentlemen, that it is an unsound practice, and it is an 
un-American practice, to sit down and in good faith negotiate this 
type of contract where a premium is put upon efficiency and upon 
the low cost producer, and when he performs to then have another 
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See of the Government come along and take that away from 
im. 

The Renegotiation Board in effect is simply saying, “The aircraft 
companies are making too much money, period.” Let us take a look 
at that. Let us take a look at the record and see if that is true. I 
direct your attention to page 27 of the statement. There is a chart 
of comparisons on page 27. This represents the ratio of earnings 
after taxes to sales. 

First, in the case of total manufacturing, the black line at the top, 
you observe that runs from 5 to almost 8 percent. Down below, you 
see the experience of the 12 largest aircraft companies. Looking 
up at the top, you will see that the major United States manufacturers 
make about two and a half times what the aircraft manufacturers 
make on their efforts. 

Turn over to page 29, and there is another chart. This one reflects 
the percentage of sales, that is the profit to sales before taxes. Total 
manufacturing runs between 12 and 14 percent. Down below is the 
aircraft industry, before renegotiation, running from 6. to 7 percent. 
And then the effect of renegotiation thereafter. 

The Renegotiation Board, although not mentioned this morning, 
has several times made reference to book net worth, and that that 
should be the criteria. I want to say just a word about that; that is, 
that in our view that is not a proper measure to determine whether a 
producer should be renegotiated or whether he is making too much. 

In the first place, it is no measure at all of what the contractor 
is doing or how efficient he is. That reflects itself in sales. It does 
not represent our greatest asset, and the asset that we must hold onto, 
whether we are down at the bottom or at the top, and we have had 
»lenty of those in this industry, and that asset is know-how. That 
is the thing we have that is invaluable and which can’t be replaced 
overnight or ina year or 2 years. 

Furthermore, the aircraft industry has a low net worth because 
we never have been permitted to build up our net worth. Excess 
profits, taxes, and renegotiation has taken care of that. 

Excess profits taxes during the war, and the base years were those 
immediately preceding the war, we all of the aircraft companies lost 
money, and we had no base. We paid out practically everything we 
made during the war in excess profits taxes. We come along after 
the war, and that was the base for the excess-profits taxes that you 
enacted during the Korean conflict, and again they were lost years 
as the base, and now renegotiation on top of that. 

I think in your examination of this question, this committee could 
well explore the use by the Renegotiation Board of this matter of 
book-net worth as a criteria. I think that you will find, and this 
information is not available to us, but I think an examination would 
disclose that those companies that do defense business more or less 
as a sideline, that not being their principal business, namely, their 
principal business being commercial business, where they are able 
to build up their net worth through the larger profits allowed and 
the fact that they are not subject to renegotiation, I think you will 
find that those companies on their defense business fare far better 
with the Renegotiation Board than the companies that I represent 
here today, companies that have dedicated themselves to the job of 
national defense entirely. 
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Now, what do we do with our earnings / 

That is a good question. We are here saying that these earnings 
should not be taken away from us. Are we saying that in order 
to line the pockets of our stockholders ? 

Let us look at the record. We can be very proud of that, in this 
industry. Whereas industry generally pays out 60 percent of its 
earnings to stockholders and plows 40 percent back into the business, 
the aircraft industry record is just to the contrary. It is just reversed. 
We plow back 60 percent, and pay out 40 percent. 

In the case of my own company, to get more specific, if you want 
to examine into that, look at the years 1955, and 1956, and 1957. 
During those years, while our earnings and our volume were going 
up, we cut our dividend, and we cut our dividend to the point where 
last year, for example, we plowed back into the business over 80 
percent of our earnings. 

Why is that? 

It was because we felt it was required in the interest of national 
defense, to use that money for more research and development, and 
to provide facilities, and laboratories to enable us to do a better job. 
Now I recognize that it is a popular concept that by keeping down 
contractors’ profits, our profits so to speak, whoever does it is doing the 
country a good turn. 

Let us see if the Renegotiation Board is really doing that. Is the 
Government getting more for its money by reason of the action of 
the Renegotiation Board ? 

I make a categorical denial of any such statement. I say the Board’s 
administration is definitely harmful to national security. Why is that? 
It is because, as demonstrated here, the Board’s action is definitely 
killing incentive, and it is killing the sort of thing that has made this 
country great, and in the long run and not too long a run either, the 
Government will lose money and not make money by such action. 

I further make the statement that in the light of our responsibilities, 
and in the light of the responsibilities of the people I represent here 
today, our earnings are too low, and not too high, irrespective of rene- 
gotiation. Because from earnings and only from earnings can we make 
ourselves or put ourselves in a position to do the job that is expected 
ofus. It is from earnings that we are able to engage in greater research 
and development, and improve our facilities, and develop our laborato- 
ries, and try to keep up or ahead of our international competition. 

Following sputnik, the American people engaged in a period of self- 
appraisal, and they were shocked. They could hardly comprehend that 
another nation could do something that we had been unable up to that 
point to do. They asked themselves, why is that? Various answers 
were forthcoming, and perhaps our educational program was not what 
it should be, and perhaps we need more scientists, and those are long- 
range possibilities. 

But did anyone say what about the ability of the organizations that 
our Government is relying upon to provide the articles with which 
we defend ourselves? It is pretty largely the companies that I repre- 
sent here today. 

Did anyone say, “Are they living up to their responsibilities, and if 
not, why not?” 

That is the real answer, and that is the real question. Are we, Boe- 
ing, and Douglas, and North American, doing the job that we should 
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be doing in order to meet our international competition? If we are 
_ doing it, why aren’t we? That is what I am talking about here 
today. 

Let us look at our economy, and let us look at what we put emphasis 
on in this ae because it is all a matter of emphasis, and it is where 
you put your effort. Let us compare that with our boys across the 
water, the Russians. 

Where do they put their effort ? 

We well know they put their effort on developing articles of war, 
and they on their incentives for the peo le who devote them- 
selves to that effort. Now, are we doing that in this country? Are 
we giving the defense effort a fair shake alongside of the commer- 
cial effort in the manufacture of automobiles, television sets, and elec- 
tric ranges, and what not? 

All you have to do is look at the charts. 

In our competition for people and for capital, we are not on the 
same basis as the commercial effort. I submit to you that there you 
have the answer. If we are not doing the job we are supposed to do, 
that is the answer. It is a matter of strength. It is a matter of 
ability. 

Under the Renegotiation Act there is no standing. It is a Gov- 
ernment of men and not of laws. 

What constitutes a reasonable profit? It is what the Renegotiation 
Board thinks and that is all there is to it. They are not held ac- 
countable by any standard of any kind that I have been able to 
discover. 

Illustrative of that, questions were asked here today about the 
regular international board. For the year 1952, the regular inter- 
national board out in Los Angeles, the board that is closest to our 
company and comes up there and sees us, gave us a clearance. The 
board back here in Washington said, “Oh, no; you owe us $10 million.” 

All right, does that illustrate what I am trying to say, that there 
are no standards? I think it does, namely, the Renegotiation Board 
can simply look at this situation and decide how much strength we 
have. 

I ask the question, as a matter of national policy should the de- 
termination of how strong we will be and how capable we will be, 
should that lie in the five gentlemen that sit over here as the Rene- 
goation Board. Isthat the way you want it? 

Are they more capable of doing it than the Department of Defense? 

We sit down and negotiate these contracts out with the Depart- 
ment of Defense, and although they come in here today and ask for 
an extension of this act, when they do so they are in effect saying, 
“Our contracting procedures should be second guessed; even though 
we sit down and negotiate our contracts with you and provide incen- 
tives, they should be second guessed.” 

I don’t think that is a defensible position. What is the remedy? 
We propose one. That remedy is proposed on pages 39 and 40 of 
this Abgutiieit and it is also set forth in the other document. 

The effect of our suggested amendment to the Renegotiation Act 
is this: Incentive earnings will not be reclaimed by the Renegotia- 
tion Board unless they substantially exceed, or exceed by a certain 
percentage, whichever you desire, the basic profits that we make, and 
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that the Renegotiation Board, in order to reclaim those incentive 
earnings, must show that they are not the result of efficiency. 

What would this amendment do! It would stop the Renegotiation 
Board from penalizing efficiency. It would stop the Renegotiation 
Board from dutteoyiag the efforts, if you please, of the Defense De- 
partment to put a Poon on cost savings. That is the fundamental 
that the Defense Department has followed right along in its con- 
tracting procedures and it is the one which we want and I am sure 
it is the one you want. Let us put a premium on cost savings, but 
let us penalize the inefficient. 

Gentlemen, in my view, you are dealing here with a matter of vital 
importance to our security. This idea of simply extending the act 
for another 2 years when it is having the effect that it is upon our 
national security, I think is fundamentally unsound. I think that this 
calls for immediate consideration on the part of this committee be- 
cause we have here a situation which is eating at the vitals of our 
security aspect. 

I submit in finality that it is not sound to sit down in good faith and 
negotiate a contract with one department of the Government on 
which a premium is put on incentive, and then have another depart- 
ment of the Government come along and take those incentives away 
from you. That is no way to operate in the United States of America. 

Thank you. 

The Cuarrman. Are there any questions of Mr. Allen ? 

Mr. King wants to inquire. 

Mr. Kine. Mr. Chairman, I merely want to state that Mr. Allen’s 
statement is rather startling; and, if it is accurate, to me at least it is 
most persuasive. 

That is all I have to say. 

The Cuarrman. Mr. Simpson will inquire. 

Mr. Simpson. I want to confirm what Mr. King says, but I would 
add to it that in view of the statements, the unchallenged statement 
at the moment, that the Renegotiation Act, as administered, is injur- 
ing the national defense effort, it is made unqualifiedly and definitely, 
is it not? 

Mr. Auten. There is no qualification on that whatsover, sir. 

Mr. Simpson. Mr. Chairman, I hope that we will have time to dig 
into that matter, because certainly there is nothing that interests 
the national welfare any greater than that. I hope we will have time 
to rs the question with Mr, Allen at greater length. 

_If I understand correctly, after making a contract in which incen- 
tives are included, the idea is to make a better product quicker and 
cheaper, and after the corporation does that through cooperation 
with all of its workers and so on, the anticipated reward is taken away 
from you. 

Mr. Auten. That is exactly right. 

Mr. Stmpson. That is done by the Renegotiation Board ? 

Mr. Auten. That is set forth, as I pointed out, in this chart. 

Mr. Simpson. Then you conclude, of course, that there is little 
reason to follow out that incentive program in the future? 

Mr. Auten. We try to do our best, but we are running a large 
organization involving thousands of people; after all you are dealing 
with human beings. 
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I asked Mr. Coggeshall a question once, and I said, “Mr. Coggeshall, 
if you were in my place, when I stand up and talk to our people 
and say to them, ‘Here we have just entered into an incentive contract 
and under that contract we have the opportunity to make more than 
the basic profit if we perform the way we can if we try hard.’ ” 

Mr. Srwpson. You are not penalized if you don’t try, are you? 

Mr. Auten. Yes, sir; we are. If we overrun, then, of course, it 
comes out of our pocket to the same extent. 

Mr. Srupson. But if you just coast along, you are not penalized ? 

Mr. ALLEN. Well, if we overrun, we are penalized. 

Mr. Srupson. But the purpose of the incentive is to have you do 
the job better? 

Mr. Atien. That is right, and I asked Mr. Coggeshall what he 
would say if he were in my shoes when I talk with my people about 
getting out and doing a better than anticipated job in order to provide 
an underrun and hence make the company stronger and increase its 
earnings. Because I have had that experience after the first decision 
of the Renegotiation Board taking away our incentive earnings and 
more, too. That was having one of my supervisors say, “But, boss, 
what about that outfit down there that second guesses you ?” 

We go out and we work hard, and we do better than anticipated 
and we make the additional profit, and then they take it away. 

I asked Mr. Coggeshall what his answer would be under those cir- 
cumstances. I didn’t receive any reply. I don’t know of any. 

Mr. Srmpson. I am concerned about the equally unequivocal state- 
ment made by the Department of Defense that they want this act 
extended. Surely their primary overriding consideration is defense. 
Somebody must be arbitrating in a circumstance like that, and that, 
of course, is why you are appearing before the committee here to 
present your case, which you are doing very effectively, and alarm- 
ingly, if I might add. 

Mr. Atten. Would you like me to comment on that? 

Mr. Srupson. Yes. 

Mr. Aten. It is naturally somewhat speculative, but the President 
of the United States in his budget statement said that the act should 
be extended. I would assume that, based on that, the departments 
will follow along. I would not expect the President of the United 
States would know or should know how the Renegotiation Act is being 
administered. He is thinking about excessive profits. I am the first 
to agree with him, and we do not want excessive profits. How would 
he know what is taking place under this act? You would not expect 
him to know. 

All right, I listened to Mr. Dechert’s statement this morning. I 
doubt if Mr. Dechert knows, and maybe he does, of what is going on as 
pointed out here. In any event, if he does, he in effect is advocating 
that another department of the Government be given authority to 
second-guess his own Department after a contract is entered into in 
good faith. ; 

Mr. Stmpson. That is why I concluded that either he doesn’t have 
competent people who are making these contracts with you, which you 
disclaim, and I do too, but they certainly have had a lot of experience, 
and this matter of the second-guess is really harmful. 

That is all I have. 
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Mr. Mason. All I want to say to Mr. Allen is this: You have con- 
firmed and substantiated what I have been thinking about this re- 
negotiation for several years. 

Mr. Auuen. Thank you, sir. 

Mr. Mason. Mr. Curtis will inquire. 

Mr. Curtis. I would say the same thing that Mr. Mason has. That 
is up to this point, and I have been going to a large degree on theory 
before your testimony, although I might say that hall aementenal in 
this area in World War II, for about 4 years I had to deal with these 
matters. 

I was on the Bonner subcommittee in 1951. I have been deeply 
concerned about the question of military procurement and supply. 

I think that you made a powerful statement, and I think that this 
is so fundamental, and so important to our defense, that I am so 
happy that our committee had the wisdom to grant a hearing on this. 
I thought we should have held hearings before on extension of the 
Renegotiation Act. 

I, personally, feel that we would do well to eliminate this, the whole 
business, and rely on these other areas. 

Now, there is one aspect of this which is referred to in your 
statement. Certainly, with an earnings record and a dividend 
declaration such as you have stated, we must be having real difficulty 
in getting private capital into the aviation industry. Am I right 
in that premise 

Mr. ALLEN. Well, sir, we have had some recent experience in that 
regard. This is another matter, but the Government has substantially 
reduced its progress payments under its contract, and that, plus the 
fact that we have been engaged in a large capital-improvements pro- 
gram in order to improve our abilities, required that we go out and 
engage in some public financing. That has been true within the last 
2 or 3 weeks. 

We issued some fixed debentures, and we issued some convertible de- 
bentures, and the interest rates that we are paying are substantial, 
and at the last moment we were required to reduce the amount of fixed 
debentures that we felt we wanted or we should issue in order to 
properly finance ourselves, simply because we were told by our under- 
writers that they could not be sold. 

I do not want to compare the Boeing Co. with United States Steel, 
but on the same day that our debentures came out and whereas we are 
paying something over 5 percent while United States Steel is payin 
a little under 4, I think that just represents the good judgment, if T 
may say it, of the investing public. 

Mr. Curtis. I felt that was the picture, and certainly, if the 
aviation industry is as vital to our defense, and I will say not only 
our defense but going on in the peace areas, and areas of peaceful 
development, it aaah call for considerably more private investment. 
And, certainly, if we do not encourage it, there is only one other 
answer, and that is for the Government financing it, which is costly 
in another area to the Federal Treasury. 

Certainly, I have been concerned and so has the Joint Economic 
Committee, of which I am a member, with the channeling of our 
investment capital under our tax laws and other governmental 
regulations. 
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We have a situation, for example, under our tax laws in regard to 
oil, and this is not to argue against it, but, certainly, from seeing 
how investment capital moves into that area in relation to an. area 
like aviation, makes all of us wonder. 

I think that you have made an exceedingly strong case here, 
The clincher, in my mind, at any rate, is the fact that we aren’t 
getting the private investment into this area that we need. That 
isn’t because I want to benefit aviation groups over others, as such, 
but I am interested when our society recognizes the need, both de- 
fensewise and otherwise, to develop our aviation industry; I would 
much prefer it be done in the traditional American way rather than 
having the Government take over. 

The very argument that I understand the Renegotiation Board 
has used is that you don’t have a base because so much of your facil- 
ities have been given to you through Government financing. Cer- 
tainly, you could have paid for those and would be taking over and 
would have this private-financed operation if we were doing the right 
job in the other area of analyzing how you should be able to plow 
back earnings. 

Mr. Auten. Yes,sir. Thank you very much. 

The Cuarrman. We have a visitor addressing the House this morn- 
ing. I think it would be appropriate for us to adojurn at this point, 
and reconvene at 2 o’clock. 

We thank you, Mr. Allen, for coming to the committee and giving 
us the benefit of your thinking on this issue. 

Without objection, the committee will reconvene here at 2 p. m. 
this afternoon. 

(Thereupon, at 12:20 p. m., the committee recessed, to reconvene 
at 2 p.m. same day.) 
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The committee reconvened at 2 p. m., upon the expiration of the 
recess. 

Mr. Foranp (presiding). The committee will be in order. 

Is Mr. Coggeshall in the hall? 

Mr. CoeGEsHALL. Yes, sir. 

Mr. Foranp. Will you come forward, please? Mr. King has a 
question he would like to ask you, Doctor. 








STATEMENT OF THOMAS COGGESHALL, CHAIRMAN OF THE 
RENEGOTIATION BOARD—Recalled 












Mr. Kine. Mr. Chairman, I desire to put just one question te Mr. 
Coggeshall, for the reason that in his statement he did not touch upon 
the portion of my bill which provides for the right of appeal from 
the Tax Court to the Federal courts of appeals. 

Mr. Coggeshall, are you prepared to say how you feel in the matter, 
or whether or not you are opposed, or whether or not you have 
changed your mind recently and, perhaps, will recommend the por- 
tion of my bill providing for the rights of appeal through the Tax 
Court ? 

Mr. CoeersHaLu. I am prepared, Mr. King, to make a statement 
for the record of our considered point of view. 
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The letter which we sent to the committee on July 11 through the 
Bureau of the Budget was sent before we had consultation with the 
Defense Department, before we touched base with Justice. It was 
our independent view. 

My statement for the record, which is in addition, or which re- 
places that portion, reads as follows: 

In my letter of July 11, 1958, to the chairman of your committee, 
speaking on behalf of the Board, I recommended against amending 
the act to provide for judicial review of Tax Court decisions in re- 
negotiation cases, 

‘he Board sees no need for such a change since, in our view, the 
decisions of the Tax Court have been generally sound and supported 
by substantial evidence. 

However, as a result of our further consultations with representa- 
tives of the Defense Department and Department of Justice, we un- 
derstand that the proposed appeal procedure would not impose any 
severe burdens upon the Government and would, probably, not delay 
unduly the final completion of litigated cases. 

Therefore, since the right of judicial review of excessive-profits 
determinations appears to be regarded by some as a valuable safe- 
guard to contractors, the Board interposes no formal objection to 
section 4 of this bill. 

Mr. Kina. Thank you very much, Mr. Coggeshall. 

That is all, Mr. Chairman. 

Mr. Foranp. We thank you, sir. 

Mr. CoccesHatyt. Thank you, Mr. Chairman. 

Mr. Foranp. The next witness on the calendar is James H. 
Kindelberger. 

Will Mr. Kindelberger come forward please, and identify yourself 
for the record ? 


STATEMENT OF JAMES H. KINDELBERGER, CHAIRMAN OF THE 
BOARD, NORTH AMERICAN AVIATION, INC. 


Mr. Kinpecpercer. Mr. Chairman and members of the committee, 
my name is James H. Kindelberger. I am chairman of the board of 
North American Aviation, Inc. Our main offices and manufacturing 
activities are in Los Angeles, Calif. 

We also operate a large plant in Columbus, Ohio, and some of our 
rocket engine work is done in Neosho, Mo. 

Our solid propellent work is also carried on in McGregor, Tex., 
through our affiliate, Astrodyne, Inc. 

Our company has been one of the leaders in the defense industry for 
a quarter of a century and I am sure you are generally familiar with 
what we have accomplished during that period. 

At the present time, our efforts in research, development, and manu- 
facturing cover aircraft, missiles, electronics, including navigational, 
fire control, guidance, computing, and recording equipment, liquid and 
solid propellent rocket engines, and atomic energy. 

I came here from Los Angeles to avail myself of the opportunity 
to testify before you on this very important subject of renegotiation. 
_ The experiences of North American with the Renegotiation Act as 
it now stands, have convinced us that a change in the law is absolutely 
essential to assure the application of equity and justice to the rene- 
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gotiation process, which does not exist today. I am grateful to the 
chairman for granting me this privilege. 

We found that our concern over the shortcomings of the Renegotia- 
tion Act were shared by Congressman King, of California, whose: in- 
terest is aroused not only because of the vast industry in California 
affected by the decisions of the Renegotiation Board, but because of the 
welfare of the hundreds of thousands of employees who are dependent 
—_ oy financial stability of the companies by whom they are em- 


oyed. 

r The King bill, H. R. 13092, is designed to accomplish four objec- 
tives: 

1. Toextend the Renegotiation Act for 2 more years. 

2. To provide two additional statutory factors which the Board 
must take into account in determining whether excess profits have 
been earned. 

3. To provide that the Renegotiation Board shall be subject to 
the Administrative Procedure Act of 1946, the same as every other 
agency of the Government having quasi-judicial functions; and 

4. To provide for appeals to the United States court of appeals 
from decisions of the tT ax Court in renegotiation cases, the same 
as in every other case of this type over which the Tax Court has 
jurisdiction. 

The objectives of the King bill are more fully set forth in an ex- 
tension of remarks by Mr. King which appears in the June 30, 1958; 
issue of the Congressional Record. 

I would appreciate it, Mr. Chairman, if this could be incorporated 
in my testimony so that it may be printed as part of the record of this 
proceeding before your committee. 

Mr. Foranp. Without objection. 

Mr. Krinpe.percer. The King bill essentially calls for administra- 
tive reform in order to assure justice and fair play in the renegotiation 

rocess, the same as in other administrative agencies of the United 
States Government. 

We have discussed the King bill with many Members of the Con- 
mone and with responsible officials of the Departments of Defense, Air 

orce, Navy, Commerce, and other branches of the Government. 

We have found overwhelming support for its principles. 

If renegotiation is to continue, there is no doubt that sound judg- 
ment will assure the adoption of all of the proposals of the, King bill. 

We realize that we are nearing the end of a long session of Congress 
and there are many other important matters to occupy your time in 
the remaining days. Therefore, it is hardly possible for the commit- 
tee to study fully all of the proposals of the King bill, particularly 
that providing for the application of the Administrative Procedure 
Act, before adjournment. 

However, at the present time petitions have been filed in the Tax 
Court within the past 2 years by Boeing, Douglas, Fairchild, Grum- 
man, Lockheed, Martin, Temco, and North American because of deci- 
sions of the Renegotiation Board involving the fiscal years 1952, 1953, 
and 1954. 

None of these cases has been heard yet by the Tax Court and, if 
present conditions continue, there will be additional cases involving 
succeeding fiscal years. 
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These are all substantial companies and I think you will agree that 
they are headed by experienced and responsible people. We are not 
interested in litigation. We go out of our way to avoid it. We have 
work to do of a very vital nature and the distraction, expense, and 
time consumption of litigation in any form takes us away from our 
main responsibilities. 

You can be assured that this deluge of cases in the Tax Court has 
resulted from very sober and sound judgment on the part of the com- 
panies involved as a result of a feeling that we have not been accorded 
the consideration that justice demands. 

Therefore, we are now in the courts, but, under the Renegotiation 
Act, the Tax Court becomes the trial court and the appellate court all 
in one. It is unlikely every other case in the United States district 
courts and in the Tax Court itself. 

Already we are in controversy in the Tax Court as to whether they 
should take into account certain evidence which we consider vital to 
our cases, but the Department of Justice opposes. Unlike every 
other case, the Tax Court will decide, without any further redress to 
us, matters involving millions of dollars. 

Nowhere have we found any opposition to the proposal of the King 
bill to remedy this defect by allowing appeals beyond the Tax Court. 

We are, therefore, gratified that the Department of Defense and 
other interested departments of the Government join in recommend- 
ing the enactment at this time of the proposal of the King bill to pro- 
vide for appeals to the United States court of appeals from the Tax 
Court in renegotiation cases. 

We are also encouraged by the agreement of the Department of 
Defense and other executive branches with the suggestion of ourselves 
and others that the new Congress take up for study immediately at 
the start of the next session the whole question of renegotiation. We 
hope that this study by the new Congress will result in a new approach 
to the entire subject. 

At that time the other provisions of the King bill can be studied 
more fully. In fact, our acquiescence in any proposal to defer action 
on other features of the King bill is motivated entirely by our ex- 
pectation that this subject will be explored fully at the next session. 

We heartily support this proposal, along with that submitted by Mr. 
Allen, and urge the committee to act favorably upon both. 

I appreciate the courtesy which you have extended to me, Mr. 
Chairman, and I will be glad to answer any questions that the com- 
mittee may wish to ask. 

Mr. Foranp. Are there any questions? 

Mr. King will inquire. 

Mr. Kine. Mr. Kindelberger. it is not only your wish, but your 
understanding that the Defense Department is in accord with this 
whole matter being more thoroughly explored by this committee ? 

Mr. KinpeLpercer. Yes, sir. 

Mr. Kine. You were here this morning when my colleague, Mr. 
Forand, mentioned a 1-year extension, at which time a full explora- 
tion of the provisions of the Renegotiation Act would be made by this 
committee. 

Are you in accord with that? 

Mr. Kinpe.percer. Yes, I am. 
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Mr. Kine. You would prefer that to a 2-year extension ¢ 

Mr. Krnpe.percer. Yes, I would prefer it to a 2-year extension be- 
cause a short extension would make it necessary for the committee to 
hear and study this bill from start to finish and try to construct some- 
thing that is operable and fair. 

Mr. Kine. Perhaps you are not as aware of it as we who are mem- 
bers of this committee, that in the next session a thorough explora- 
tion of this very important act would perhaps not occur, if we now 
extend it for 2 years. 

Mr. KInpDELBERGER. It sounds very reasonable. 

Mr. Krne. So it then would be your desire that we extend, if we 
extend at all, for 1 year with the understanding that at the next ses- 
sion we shall thoroughly explore the entire matter ? 

Mr. KinDELBERGER. Yes, sir. 

Mr. Kine. That isall, Mr. Chairman. 

Mr. Foranp. Mr. Simpson of Pennsylvania will inquire. 

Mr. Stmpson. Mr. Kindelberger, do you subscribe generally to the 
statements in this document ? 

Mr. Krnvevsercer. Thoroughly. 

Mr. Srupson. That includes with respect to the fact that this legis- 
lation is detrimental to the national defense program ? 

Mr. KinvevBercer. Yes, sir. 

Mr. Srmpson. In the face of that, how can we agree to any extension 
of the act ? 

Mr. Kinpevsercer. Well, I do not know. I am acting on the as- 
sumption that the act will be extended. If so, it would be a very 
horrible thing to perpetrate any further action on the country based 
upon the very poorly constructed act, as it has been. 

Mr. Srvpson. Certainly a 1-year extension would be all that we 
could possibly justify and conduct a study during that period, which, 
I understand, you recommend. 

Mr. Kinpvevsercer. That is right. 

Mr. Foranp. Mr. Mason will inquire. 

Mr. Mason. I am not inquiring; I am stating that no extension is 
my preference and 1 year would be much preferable io 2 years if we 
have to extend it at all. 

I wanted to make my position very clear, Mr. Chairman. 

Mr. Foranp. I do not believe there is any doubt. 

If there are no further questions, we thank you for your appearance, 
sir, and the contribution you have made to the committee. 

Mr. Kinpevpercer. Thank you. 

Mr. Foranp. The next witness is Mr. George W. Marsh. 

Will Mr. Marsh come forward, please. 

For the purpose of the record, will you identify yourself, please. 


STATEMENT OF GEORGE W. MARSH, VICE CHAIRMAN, GOVERN- 
MENT CONTRACTS COMMITTEE, NATIONAL ASSOCIATION OF 
MANUFACTURERS 


Mr. Marsu. Yes, sir. 

Iam George W. Marsh. Iam here asa representative of NAM, the 
National Association of Manufacturers, which has over 21,000 mem- 
bers throughout the country and includes a cross section of small and 
large defense industry. 
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My associate is Reynold Bennett, an NAM staff executive. 

We wish to enter into the record a statement in opposition to the 
extension of the Renegotiation Act and include quotations from a 
survey of the members of the Government contracts committee of the 
National Association of Manufacturers. 

Since the statement is detailed and covers some points which have 
already been put before the committee this morning, I would like 
permission to enter it into the record as submitted and to go on from 
notes. 

Mr. Foranp. You will keep within your 20 minutes, but you want 
your complete statement to be inserted in the record. 

Mr. Marsu. Yes, sir. 

Mr. Foranv. Without objection, that may be done. 

(The statement referred to follows :) 


STATEMENT OF GEORGE W. MarsH, VICE CHAIRMAN, GOVERNMENT CONTRACTS 
COMMITTEE, NATIONAL ASSOCIATION OF MANUFACTURERS 


The National Association of Manufacturers consists of nearly 22,000 members, 
including a typical cross section of small, medium, and large defense industry. 
Two primary questions confront us here today : 
First, is the extension of renegotiation now in the interests of our national 
defense? 
Second, are the Government agencies adequately protected against exces- 
sive profits without this form of device? 
It is our firm belief that the Renegotiation Act, as well as the Vinson-Trammell 
Act and the profit-limitation provision of the Merchant Marine Act, impose exces- 
sive financial and administrative burdens on American industry. We submit 


’ that the Armed Forces have adequate profit control devices available to them 


through the use of the procurement tools now provided in the Armed Services 
Procurement Regulations. It is evident that the so-called excessive profits of 
industry are a myth, as indicated from the published statement of the Renegotia- 
tion Board itself for the year 1957. This report showed industry’s rate of profit’ 
on renegotiable sales to the Government to be 40 percent less before renegotiation 
than on commercial business. 

In 1955 the well-documented report of the Task Force on Military Procurement 
of the Second Hoover Commission noted that four-fifths of the contractors reply- 
ing to a poll, and an even division of military buyers, felt that renegotiation was 
not justifiable in a nonemergency period. In 1956 the Joint Congressional Com- 
mittee on Internal Revenue Taxation, after careful study of the act and its 
administration, in its staff report recommended that “evaluation of renegotiation 
in its operation and results [italic supplied], leads to the conclusion that renego- 
tiation should not become permanent part of the law.” 

During the past few years the improved procurement policies and practices of 
the armed services have been instrumental in bringing down the prices and profits 
margins on defense sales to a point lower than ever before—particularly as com- 
pared to commercial business. In fact, there is serious question whether the 
profit margins presently available on defense contracts are sufficient to permit 
industry to set aside adequate reserves for maintenance of facilities, research and 
development, and growth of the business. The incentive for participating in de- 
fense business has been so diluted by the many profit-limiting devices of the armed 
services and by renegotiation that many contractors are either devoting their 
efforts entirely to commercial business or are sharply limiting their participation 
in the defense effort. 


RENEGOTIATION NOW UNNECESSARY 


Renegotiation is based on the theory that it is required because of the size 
of the defense budget and because defense expenditures are a sufficiently im- 
portant factor in the economy to create high prices and unjustifiably high 
profits. This argument has been stated in Defense Secretary Neil McElroy’s 
recent request to Congress for the extension of the Renegotiation Act of 1951 
in which he said: 

“Essentially the same reasons which existed for the passage of the original 
act, and the extension thereof, continue to exist. The estimate of expenditures 
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subject to renegotiation for fiscal year 1957 will approximate $18 billion and 
an increase to $19 billion is forecast for fiscal years 1958 and 1959. It seems 
clear that the increased high rate of spending, as compared to any so-called 
peacetime period, is a compelling factor in favor of extension.” 

This theory may have been a legitimate reason for the existence of profit- 
limiting statutes during World War II and the Korean conflict. Hasty pro- 
curement, lack of adequate planning, and absence of a checkrein on costs via 
a contract basis were factors which justified the existence of such statutes. 
These conditions do not exist today, and they no longer can be used as a basis 
for the continuation of profit-limiting statutes. In 1957, defense spending for 
materiel was probably less than 5 percent of the gross national product. 

To support the case for extending the Renegotiation Act, it has been said 
that the constantly evolving state of military technology prevents firm cost esti- 
mates and consequently firm profit allowances. Typical of this thinking is the 
statement in Defense Secretary McElroy’s appeal for extension of renegotiation 
in which he states: 

“In the changing technology of the defense effort, new equipment becomes 
more complex and past production and cost experience is not necessarily satis- 
factory for forecasting and avoiding such profits. This factor has increased 
dramatically in importance with the new urgency which has centered on the 
guided missile and supersonic programs.” 

We submit that the Congress has already provided the armed services with 
the tools with which to meet such problems and prevent excessive profits 
through the Armed Services Procurement Act which has been implemented by 
the Armed Services Procurement Regulations. The number of different types 
of contracts provided for in these regulations are more than adequate to meet 
these special needs. The Armed Services Procurement Regulations list 10 dif- 
ferent types of contracts as follows: 

1. Firm fixed price 

. Fixed price with escalation 
. Fixed price with price redetermination provisions 
Fixed price with incentive provisions 
. Straight cost 
Cost sharing 
. Cost-plus-fixed-fee 
. Cost-plus-incentive-fee 
. Time and materials 

10. Labor-hours 

Many of these types of contracts are available not only at the prime contract 
level but also at the subcontract level. Variable-price type contracts provid- 
ing for close following of contractor’s cost experience and adjustment of price 
on the basis of experience are almost always applied in the case of new types 
of weapons and equipment (such as missiles) where previous cost experience 
is not available. Under these contract forms, there is little or no risk of the 
contractor earning more profit than was originally contemplated between the 
contractor and the armed services. 
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RENEGOTIATION IS ARBITRARY AND UNJUST 


The final determination as to what constitutes “excessive profits” rests with 
five men comprising the Renegotiation Board. The method of arriving at such 
a determination is left to the sole discretion of the Renegotiation Board through 
the application of statutory factors which are: Efficiency of the contractor, 
reasonableness of costs and profits, capital employed, extent of risk assumed, 
contribution to the defense effort, and character of the business. 

The obvious difficulties faced by one man or a small group of men, in attempt- 
ing to evaluate a reasonable profit level for a contractor in the light of these 
factors should be apparent to all. The variety of businesses involved, the mul- 
tiplicity of contracts and of items, and the many other variables make it an 
almost impossible task. An the final analysis, determinations of excessive 
profits are based on personal judgments which cannot help but be arbitrary. 
This is evidenced by the many instances on record of the differences of opinion 
as to reasonableness of profits reached by the regional renegotiation boards 
and the Statutory Board in Washington, D. C. In one case the regional board 
recommended no refund and the Statutory Board asked that $10 million be 
taken back. The differences in ruling between the two Boards clearly dem- 
onstrates the arbitrariness of judgment inherent in administration of the act. 
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The Federal income tax law itself, through carryover provisions, provides 
relief for a concern that suffers losses. However, under the Renegotiation Act 
a contractor who is required to make a refund of so-called excessive profits 
in 1 year has no means of offsetting or recovering such refunds in subsequent 
years where profits are not excessive or where losses have been incurred. 


OUR GOVERNMENT PAYS THE PRICE 


The recordkeeping of renegotiation is becoming increasingly burdensome to 
all defense contractors as regulations and probings by the Board become more 
detailed. These Government contract costs are reflected in prices paid by the 
Government for defense products and in reduced income taxes. Consequently, 
this administrative burden contributes nothing to the quality or quantity of 
weapons acquired. 

CONCLUSION 


The case against renegotiation—and other profit control laws—can be summed 
up as follows: 

1. It discourages efficiency and incentive of contractors engaged in de- 
fense work. It is a form of cost-plus on a grant scale, whereby the efficient 
are penalized and inefficient rewarded. 

2. The factors to be considered in determining so-called excessive profits 
are vague. The result is that the judgments arrived at are both personal 
and arbitrary. The clearest indication of this is the widespread differences 
in determinations between the regional boards and the Statutory Board. 

3. The armed services have efficient tools with which to control prices and 
do not need renegotiation as a substitute for sound judgment. They should 
accept full responsibility for the proper utilization of the contract forms 
available to them. 

4. Another time-consuming and burdensome recordkeeping chore is added 
to industry’s already heavy paperwork load. The related costs are reflected 
in prices of products sold to the Government. 

5. Delays in processing cases means that the contractor does not know 
what his profits are until his case finally clears the Renegotiation Board. 
This may be anywhere from 2 to 4 years after the year in question. In set- 
ting up his reserve for taxes, he at least has voluminous regulations, legal 
decisions, and definite rates to guide him. In the case of renegotiation he 
is strictly on his own. 

To extend renegotiation for another period, regardless of how brief, amounts 
to postponement of an important decision affecting the Nation’s defense effort. 
The regulations issued by the Renegotiation Board are necessarily so general 
in their application that they have limited value in assuring equitable “determi- 
nations” of profits. There are suggestions that further amendments to the basic 
act ought to be made, such as mandatorily exempting certain types of contracts, 
liberalizing the treatment of profits or losses over fiscal time periods, broadening 
the Board’s “findings” requirements and the appellate review, and taking a fresh 
look at the concept of ‘standard commercial articles.” However, the inequities 
of the act affecting the many different types of contractors are so varied that 
amendments cannot change the fact that the entire renegotiation concept is now 
not only uneconomical and unjust, but a direct deterrent to our defense effort. 

Pursuant to NAM’s continuing study of the administration of renegotiation laws, 
during March 1958, a questionnaire was sent to the 250 defense contractors com- 
prising the association's Government contracts committee. The business con- 
cerns represented included varying types of small contractors as well as larger 
companies handling procurement of complex weapons systems. We have ap- 
pended the most typical excerpts from answers to the questionnaire. In similar 
language, these statements were repeated many times by the polled defense 
contractors. 

We would be pleased to have the opportunity to answer the questions of this 
committee and discuss in detail this most important subject matter. 


NAM RENEGOTIATION QUESTIONNAIRE AND ANSWERS, 1958 


Pursuant to NAM’s continual study of the administration of renegotiation 
laws, during March 1958, a questionnaire was sent to the 250 defense contractors 
comprising the association’s Government contracts committee. The business 
concerns represented included varying types of small contractors as well as 
larger companies handling procurement of complex weapons systems. 
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The quotations as categorized below are the most typical excerpts from answers 
to the questionnaire.’ In similar language, these statements were repeated many 
times by the polled defense contractors 


Penalizes efficiency 


“The major objection to profit-limiting devices is that it penalizes efficiency 
and destroys incentive.” 

“Federal profit-limiting devices are incentive limiting. They also tend to 
discourage close cost control and efficiency as generally speaking, the most effi- 
cient companies and those with lowest cost will reflect a higher margin of profit, 
little or none of which might be retained under profit-limiting devices.” 

“Tnefficient contractors aided.” 

“Profit-limiting control by the Federal Government, as we all recognize tends 
to eliminate the advantage of efficient production. It puts contractors on a basis 
where their ability to secure business by efficiency is not. effective.” 


The price of reduced profit 

“At times it causes reputable companies to walk away from Government busi- 
ness because of lack of incentive, the time consuming and expensive record- 
keeping chore, etc.” : 

“We find that prices are moving lower to such an extent that we are bidding 
less Government work. Federal profit-limiting devices are an obstacle to re- 
search, plant modernization, and to financing.” 

“If the purpose of renegotiation is to reduce Government procurement costs, 
the profit element, on which attention is so closely focussed is the tail and not 
the dog. By concentrating on the profit element—whether it should be 8, 10, 
12, etc—sight seems to be completely lost of the total cost to the Government 
which is the important consideration. A strong case can be made that as you 
reduce or eliminate profit you reduce or eliminate incentive and instead of re- 
ducing total cost you raise it.” 


Can the law and administration be fair? 

“A major deficiency to all profit-limiting devices, is that the words ‘ercessive 
profits’ and ‘fair profits’ have never been adequately defined. * * * It is a form 
of cost plus on a grand scale, whereby the efficient are penalized and the inefficient 
rewarded.” 

“As a result of a number of hours of conversations between the examiners 
and the regional board and the various officials of our company in an attempt 
to determine the examiners and board’s position, we can only come to the 
conclusion that their position is strictly arbitrary. In the last renegotiation 
proceeding, the only reason that they gave us for the renegotiation, in spite 
of the fact that they readily admitted that the profit was due to our general 
operations, that they did not consider our figures as to cost to be entirely 
reliable because we did not have automatic IBM machine equipment or similar 
equipment that would maintain on a day-to-day theoretical basis all elements 
of cost. They did admit that they could find no real flaw in our methods of 
cost-keeping but, nevertheless, they had to give us some kind of an answer and 
they hung their hat on this rather slim defense. In other words, if we had 
bought some expensive bookkeeping cost-accounting systems which would not 
on an overall basis be of benefit to us after the added volume of occasional 
large contracts are completed, we would have increased our costs sufficiently 
as the result of such purchase and operation so that we probably wouldn’t have 
had any money to be renegotiated. We called their attention to the weakness 
of this argument and that there was little reason for their action, but we 
received no consideration as a result of our protest. As a matter of principle, we 
probably in this last renegotiation should have taken it to Washington as we feel 
even thought it would perhaps have cost us a substantial amount of what the 
renegotiation refund was, we think that their case was so weak that undoubtedly 
we could have won. On the other hand, we run the chance of fighting the case 
and still having to pay the refund.” 

“A major objection to the Renegotiation Act is the Renegotiation Board itself 
and its erroneous interpretation of the intent of the law. Specifically, the 
Board’s failure to look at overall profits on defense business and its efforts to 
find one segment of a business yielding higher than average profits and use that 
segment as a lever to make an excessive profit determination—low profit levels 
or losses in other segments notwithstanding.” 


1 Emphasis supplied. 
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“Some big profit makers excused by ‘floors.’ ” 

“We have the experience of a long-term contract running for 4 years and having 
to show the profit in the final year when low costs are present. This is not 
given defined consideration by the Board. The tax laws themselves specifically 
allow a fairer carry forward-carry back administration.” 


Present procurement practices are sufficient 


“Our experience has been that the Government is doing a much more efficient 
job in its procurement policies—both as to administration and pricing. In 
fact, the present ‘buyers’ market has given them a terrific bargaining leverage 
which they have fully exploited.” 

“In other words, in view of the present competitive market it should not be 
necessary to renegotiate the profits of those products that are sold to the Govern- 
ment year after year, the pricing of which ha withstood the rigors of competi- 
tion.” 

“The number of competitors in the industry makes it virtually impossible to 
have larger profits. Currently company profits are almost at a vanishing point. 
One of our major concerns is that under the Renegotiation Act there is no pro- 
vision possible to provide for such a period. -Here the Government takes away 
company profits but does not share company loss periods.” 

“A fundamental point prevails in our direct repudiation of the profit motive, 
the core, the very essence of our capitalistic system.” 

“In order to be competitive with other bidders for prime contracts with Gov- 
ernment agencies, we must accept profit margins of approximately one-half our 
normal margins on commercial production.” 

“We have experienced a decrease in profit margins in recent years on renegoti- 
able business. One of the prime reasons has been that an increasingly larger 
percentage of our total renegotiable business is being secured under CPFF con- 
tracts, on which profits are abnormally low. We have also experienced lower 
margins earned on our fixed price and price redetermination-target incentive type 
business.” 

“Our experience is that under today’s competitive conditions closer pricing is 
definitely necessary, on Government inquiries, resulting in a decrease in profit 
margins, if business is to be realized. As a matter of fact, on recent bids our 
prices have been ridiculously low and we still lose the business.” 

“Our experience has been that our profit margin is kept down already to the 
bare minimum. Also, Government auditors are the ones who make sure that 
our profit is not excessive. The Renegotiation Board is of no value for our 
business. The Army Audit Agency is doing the necessary work for the Gov- 
ernment.” 

“In our experience in recent years, Government procurement policies have re- 
sulted in much closer pricing with corresponding substantial decrease in profit 
margins.” 

“We believe the Government’s current procurement practices at least in our 
case have sufficient to insure close pricing of contracts * * * there is available in 
the Armed Services Procurement Regulation, a sufficient variety of contractual 
instruments to protect the Government in respect to special individual cases.” 

“We believe that such profit-limiting devices are no longer necessary in the 
aircraft industry due to the general use of incentive-type contracts and more 
efficient procurement practices.” 

“The bulk of our Government contracts business is on negotiated fixed price 
contracts. Our bids on all important contracts during the past 2 years have been 
subjected to audit and detailed review before the contract was negotiated. De- 
tailed bills of material have been reviewed for both quantities and price. Labor 
estimates have been reviewed for both hours and rates. Overhead and G & A 
rates have had to be substantiated by detailed schedules. The estimated profit 
margin has been subjected to very close scrutiny. A ‘CPFF viewpoint’ has been 
adopted in making these audits and reviews of our bids.” 

“During the past year approximately 80 percent of our sales were under cost- 
plus-fixed-fee type contracts. It is considered that the low percent of fee allowed 
and the strict Government audit properly control profit on this type of contract.” 

“Most of our fixed-price contracts contain price redetermination clauses, which 
should make overall renegotiation unnecessary.” 

“Absolutely no need for renegotiation in case of the company. We have never 
been allowed profits (on CPFF contracts by negotiation, on FP contracts by 
competition) that put us in area where renegotiation would be suitable.” 
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“Procurement policies in recent years have definitely resulted in closer pricing 
and a decrease in profit margins. The amount of costs data required when sub- 
mitting bids has increased. Competition during the past years has become much 
more severe and in many cases, Government contracts can only be secured at a 
nominal profit and sometimes at a loss after lengthy renegotiations.” 

“CPFF type and redeterminable type contracts are closely audited by the 
auditors of the various Government departments—on the spot, throughout the 
life of each renegotiable contract. And the larger the contract amount the more 
intensive is the audit control likely to be. As to fixed-price type contracts they 
are generally obtained by competitive bidding with the lowest responsible bidder 
receiving the award ; they would not be fixed-price type unless they involved prod- 
ucts on which adequate comparative cost history had been built up.” 


Effect on industry 

“Profit-limiting devices destroy the incentives and the stimulus for maximum 
efficiency, lower costs, and greater output.” 

“Imposes unfair penalties for effective and economical utilization of Govern- 


ment-owned facilities.” 

“Profit-limiting devices hinder the economic climate conducive to the attrac- 
tion of capital necessary to the support of the industry.” 

“It takes money that could otherwise be used for business expansion (making 
more jobs), and vital research.” 

“It prevents earnings sufficient to provide for necessary facilities, requirements, 
and vital research and ‘state of the art’.” 

“Additionally, no fixed ‘rules of the road’ for determining when excessive profits 
become a known factor are available to industry or the Renegotiation Board. 
The lack of such rules leaves management at the arbitrary mercy of the Renegotia- 
tion Board and in a shroud of mystery as to available funds for expansion and 
economic welfare of their organization.” 

“During the years of delay, it is impossible to present to stockholders the 
amount of dollars remaining to be utilized for : 

“A. Capital for expansion. 

“B. Capital for increased inventories and expanding businesses. 
“©. Capital for research and development. 

“D. Capital to be set aside for contingencies. 

“E. Return on investment to stockholders.” 

“Independent research for military products penalized.” 

“The long delays in determining excess profits in any year are a serious hin- 
drance in proper corporate planning, particularly in regard to investments in fired 
assets.” 

Mr. Marsu. I would like to preface my remarks with the statement 
that we are in complete accord with the intent which Congress had in 
enacting the renegotiation legislation 10 years ago, that is to prevent 
excessive profits on Government contracts. 

Why, then, do we oppose the extension of the Renegotiation Act 
now! We have three primary reasons : 

First, we do not believe that the present act can possibily achieve its 
objectives in a satisfactory.manner. 

We would like to point out that we do not, feel that the fault lies 
with the people who are trying to administer \the Renegotiation Act. 

They are faced with an almost impossible situation of trying to 
pass judgment on contract earnings under the provisions of the act 
as 1t is written. 

The fault is with the act. It is vague; it has inadequate provisions 
for an adequate and practical determination of profits. 

The act provides that the Board should review contract earnings 
against the background of six stautory factors. Those are briefly : 

_Efficiency, reasonable cost, and pe. capital employed, extent of 
risk, contribution to the defense effort, and character of the business. 

Now, we all agree that these are good things to be considered if 
you analyze the results of the contract, and the Board does take it 
into consideration. 
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The contractor also spends considerable time, effort and money 
compiling his record, stack upon stack, and bringing it before the 
Renegotiation Board’s attention. 

Then he makes all summaries of it and the Board studies it. But 
the usual rule I have seen, myself, and heard of, and you recall it is 
only the efficient and profitable contractor that comes before the 
Board, is that the Board generally finds that the efficiency has been 
extremely good; that the contractor has made substantial cost reduc- 
tions, he has done a good job; he has made outstanding contributions 
in the way of new product developments, helping subcontractors and 
letting his know-how be available to res sources of supply; he 
has assumed great risk and all in all he has achieved his objectives 
against a difficult background. 

But the Board says, after carefully considering all these things, 
they would like blank million dollars of refund. 

To be practical about the matter, the Board cannot decide dollar 
values of these intangible factors. It must use some other means. I 
don’t know what other means they use, but I imagine they have in 
mind some established ratio of profit, based on history, based on what 
other companies do. 

I know if I had the job I would probably have to go at it that 
way. That is our point. 

This act is vague. It has to be administered in a somewhat arbit- 
rary manner. 

We do not believe that most rules of this type, when you are deal- 
ing with the profits that a contractor has ouled hard to achieve, are 
a good way to get an efficient contractor to perform at his best. 

A second reason for opposing the extension of the Renegotiation 
Act is that it is unnecessary in the light of the conditions for which it 
was originally put in and it is also unnecessary at the present time 
in the light of the procurement practices and tools that the Defense 
Department has. 

Renegotiation came in during World War II when there was hasty 
procurement, when there were inadequate contractor tools, and when 
we had a green team. 

It has been 18 years since the stepped-up procurement of World 
War II and the Department of Defense has refined and improved its 
contracting practices. It has developed a series of contracts designed 
to meet every possible condition. These tools provide the means of 
accomplishing the purpose of renegotiation at the place where it 
ought to be accomplished, at the outset. 

There are 10 types of contracts which are available to the armed 
services, 10 main types. They have the firm fiixed price, they have 
fixed price with escalation, fixed price with price redetermination. 
Fixed price with target incentive. Straight cost, cost sharing, cost- 
plus fixed fee, cost plus incentive fee. 

Time and materials, and labor-hours. 

Under these main categories they have a number of others, subcate- 
gories which are designed to meet specific conditions. They are using 
these and not just occasionally. 

One of the reasons that the Department of Defense set forth for 
wanting the extension of the Renegotiation Act was that today’s con- 
stantly evolving technological changes in defense weapons makes it 
extremely difficult to estimate cost and to set a price. 
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We are talking about two kinds of contracts essentially. One, 
development, and, second, the procurement of items, complex weapons 
systems, once they are developed. ; 

We know from our own experience that it is not easy to estimate 
the cost on some of these new items. In fact, you can’t do it when 
you do not know what you are going to make when you start out. 

But the point is that most of these new developments, at least in 
the experience of our many members, are contracted for under cost- 
plus-fixed-fee contracts. 

The costs are argued backward and forward and the profits or fees, 
whatever they are, are very low and are rigidly controlled by the 
procurement. 

There is no need at all in my judgment for these contracts to be 
subject to a second look by the Renegotiation Board or anyone else. 

Similarly, with the production contracts which follow immediately 
after going into development, after you come out of development. 
Those contracts are placed under clauses for price redetermination and 
target incentive, while the contracting officer has rights of audit, 
points at which he redetermines and the right of recall, almost any 
time right to the end of the contract. 

They have a number of variations of these designed to fit the con- 
ditions, the amount of risk that the contractor is taking. 

Our experience indicates that the Department of Defense is doing 
a good job, particularly from: the Government’s standpoint, of protect- 
ing the dollars. 

We submit that the procurement tools which we now have in our 
negotiating procedures are sufficient and we do not need the Renego- 
tiation Act to help them out. 

Our third reason for feeling that renegotiation is no longer necessary 
is undoubtedly the most impelling from the standpoint of the welfare 
of the Nation and that is that renegotiation destroys incentive. It 
penalizes the efficient and tends to reward the high-cost producer. 

The industrial strength of this Nation has been based on profit incen- 
tive. Profits are the key to motivating business, to reducing costs, 
developing new ideas and products, investing the money in facilities 
and-in general to undertake a difficult task. 

Renegctiation with its emphasis on the rate of profit tends to remove 
this incentive and to discourage the contractor from doing his best in 
reducing total price. 

When we were talking about this in 1956 before the Joint Committee 
on Internal Revenue Taxation, there was an example brought up which 
I think illustrates it. 

We have an efficient contractor who is producing an item and selling 
it for $950 and making a 25-percent margin cn it. 

The second contractor is inefficient, producing the same item, and 
selling it to the Government for $1,000, and making 10-percent profit. 

Under renegotiation it is the efficient contractor and not this in- 
efficient competitor who comes under renegotiation. 

In these matters of thinking about procurement we tend to pay 
too much attention to the rate of profit. That really is not the most 
important thing. 

The most important thing is the price of the end product, and if we 
pay more attention to the total price and less attention to the rate of 
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profit, which is rather small, we will, I think, get more for our defense 
dollar. 

To conclude, I have tried to state three reasons why the National 
Association of Manufacturers believes that the Renegotiation Act 
should not be extended. 

First, the act as presently written is ineffective in accomplishing 
its intended purpose. 

Second, the act is not necessary so far as the Department of Defense 
is concerned, to enable it to procure the development of these com- 
plex new weapons. 

They have the tools right now. 

Third, the act tends to penalize the efficient and destroy incentive. 

This act was sireiiaedh as a temporary or emergency legislation 
originally. The Stam study 2 years ago concluded that it should not 
be made a permanent part of our legislation and I think now is the 
time for curtailment. 

Thank you, sir. 

Mr. Foranp. That concludes your statement ? 

Mr. Marsu. Yes, sir. 

Mr. Foranp. Mr. Mason. 

Mr. Mason. His statement simply corroborates and backs up Mr. 
Allen’s statement of the morning. 

Mr. Foranp. If there are no further questions, we thank you for 
your appearance before the committee and the information given us. 

The next witness is Mr. Charles W. Stewart. Will you come for- 
ward, please, sir. 

Will you identify yourself for the purpose of the record, Mr. 
Stewart. 


STATEMENT OF CHARLES W. STEWART, PRESIDENT, THE MACHIN- 
ERY AND ALLIED PRODUCTS INSTITUTE, AND COUNCIL FOR 
TECHNOLOGICAL ADVANCEMENT 


Mr. Stewart. My name is Charles Stewart. I am the president of 
Machinery and Allied Products Institute, which is an organization 
representing capital goods and allied equipment manufacturers. 

In all candor, Mr. Chairman and gentlemen, I appear here not 
alone in behalf of the Institute, but also as a citizen who has observed 
the process of renegotiation for almost as long as Mr. Coggeshall, 
who has also had some convictions about the process and concept from 
the standpoint of a lawyer. 

I think it might be most useful if I ask, if it please the committee, 
that the full statement which is before you be inserted into the record 
and if I take into consideration the heavy burden that you are carry- 
ing and merely summarize the statement. 

Mr. Foranp. Without objection, that will be done. 

(The statement referred to follows :) 


THE PROPOSED EXTENSION OF THE RENEGOTIATION ACT OF 1951 


Statement of the Machinery and Allied Products Institute and Council for 
Technological Advancement, presented by Charles W. Stewart, MAPI 
President 


We appreciate this opportunity to present the views on renegotiation of the 
Machinery and Allied Products Institute and its affiliate, the Council for Tech- 
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nological Advancement, which represent capital goods and allied equipment 
industries of the United States. 

Adaption of the proposed legislation now before the Committee on Ways and 
Means (identical bills, H. R. 11749 and H. R. 11750) to extend the Renegotiation 
Act of 1951 for an additional 2 years through December 31, 1960, has been 
requested by the Secretary of Defense in his letter of March 13 to the chairman 
of the committee. 

One cannot fail to observe that Secretary McElroy’s statement of justification 
for this legislative extender has something of the character of a perfunctory 
request. So far as we can see, no new evidence—beyond that repeatedly ad- 
vanced in the past in general terms—is adduced in support of the proposition 
that an emergency measure adopted at the height of the Korean war should be 
further extended. Nor is there any effort made by the Secretary to tailor the 
renegotiation process to the special procurement problems which he states the 
military services confront. 

We invite the committee’s attention to what we consider to be a repetitious 
and perfunctory recital of alleged need for further extension of renegotiation 
only to emphasize our conviction that legislative grants of extraordinary ad- 
ministrative authority of this type should never be treated routinely. Be- 
cause of our strong conviction on this point we are especially appreciative of 
the committee’s decision to hold public hearings on the bills now before it, par- 
ticularly in view of the heavy schedule confronting the committee. 

Certainly, the members of the committee need not be reminded that the 
continuance of renegotiation here proposed would represent a fourth extension 
of the Renegotiation Act of 1951 and that, by December 31, 1960, American 
industry will have endured for nearly a decade an emergency procedure which 
the Supreme Court has characterized as “Government action * * * [which], 
although resting on valid constitutional grounds, is capable of gross abuse.”’! 

Further extension would give the process of renegotiation a de facto perm- 
anency decidedly in conflict with the past recommendations of this committee, 
the Senate Committee on Finance, and the staff of the Joint Committee on In- 
ternal Revenue Taxation in its report relative to renegotiation.’ 

Our statement which follows considers the history of statutory renegotiation 
from its birth as a legislative improvisation during World War II, its utility 
and propriety under present circumstances, and the grounds upon which the 
Department of Defense seeks to justify its further extension. 


THE ADVANTAGES OF RENEGOTIATION 


In order objectively to put renegotiation in perspective let us consider the 
circumstances which gave rise to it. 

World War IT.—In each of the years 1942, 1943, and 1944, the Federal Govern- 
ment was purchasing about 35 percent of the total output of private industry. 
It was absorbing the entire output of many industries and a major part of the 
output of many others. Under these circumstances cases were numerous in 
which provision had to be made for a retrospective review of contract prices, 
with backward repricing, or a recapture of profits, as the remedy. Since it was 
impossible, in this emergency, to make such a review contract by contract, 
periodic, overall renegotiation of the profits of the contractor emerged as the 
alternative. It was‘a hastily conceived improvisation to facilitate rapid place- 
ment of contracts under stress of war by personnel wholly unfamiliar with 
procurement on this unprecedented scale. 

Korea.—The Renegotiation Act of 1951, based on the World War II measure, 
was adopted following the outbreak of the Korean war and for the same reasons 
which led to the original statute, although far less justification existed, in our 
opinion. 

In theory at least, renegotiation represented a clear improvement over avail- 
able alternatives such as the fixed-percentage-of-profit limitations embodied in the 
Vinson-Trainmell and the Merchant Marine Acts. Moreover, it proved a more 
suitable emergency procurement device by facilitating rapid procurement and 
providing the contractor with the benefit of an annual overall examination by 
the Government of profits from all defense contracts. In addition, from the 


1 Lichter et al dba Southern Fireproofing Co. vy. Untted States, 334 U. S. 742 (1947). 
2H. Rept. 2549, 84th Cong., 2d sess. (p. 2): S. Rept. 2624, 84th Cong., 2d sess. (p. 2); 
appendix VI, H. Rept. 2549, 84th Cong., 2d sess. (p. 59). 
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Government’s standpoint, it had the advantage of covering subcontracts as well 
as prime contracts.* 


THE DISADVANTAGES OF RENEGOTIATION 


Acknowledging its virtues in a time of extreme emergency, renegotiation 
possesses a series of incurable defects regardless of the economic circumstances 
under which it is applied. Listed below are six basic defects in the renegotiation . 
process : 

1. The inducement it offers for careless procurement.—In fact, renegotiation 
is simply a means of correcting mistakes in contract pricing naturally to be 
expected in a wartime procurement emergency. In this period of “peaceful semi- 
mobilization’—to paraphrase Secretary McElroy’s language—and at a time 
when procurement techniques have reached a high level of sophistication, it 
necessarily becomes an inducement to careless buying. 

2. The very serious impairment of incentives to economy and efficiency.— 
Knowledge that he may be subject to a 100-percent tax, administratively imposed, 
on profits beyond some mystical point at which they cease to be reasonable and 
suddenly become excessive, cannot fail to impair a contractor’s normal business 
incentive to enhance profits by improved performance. The logical and inevitable 
result is to reward the inefficient by penalizing the efficient and, in the end, 
the public interest is the loser. 

8. The arbitrariness of its results—Certainly, we have no intention of ques- 
tioning the integrity of Renegotiation Board officials. Such officials must, how- 
ever, rely upon what former Chairman Frank Roberts has characterized as the 
“judgment factor” in arriving at their decisions, with the result that the process 
of renegotiation can never be anything but a wholly arbitrary one and one which 
practically defies rational analysis or retrospective review by appellate courts. 

4. The cost to Government and to the economy.—Secretary McElroy anticipates 
that enactment of this proposal will result in an indeterminable saving to the 
Government. We doubt this, and we have never seen the point effectively docu- 
mented. Although not susceptible of exact proof, we believe on the basis of 
information generally available that the renegotiation process overall has resulted 
in a net loss to the Treasury. Moreover, the attempt to justify continuance of 
extraordinary, emergency legislation on the grounds of an indeterminable sav- 
ings to the Government is as unjustifiable as it is nonspecific—but we must confess 
it is consistent with the essential vagueness of the renegotiation process itself. 

5. The burden it places on management.—The allocation of urgently needed 
management skills to renegotiation proceedings has deprived the defense effort 
of some of its most vitally needed resources. 

6. The long, continuing financial uncertainty which it would produce.—The 
contingent liability imposed on business by the renegotiation process must 
adversely affect internal financial planning and may well be misleading for 
purposes of financial reporting. This is particularly serious when the process of 
renegotiation in an individual case may span a period of high-level business 
activity at the start and a period of radically changed business conditions at a 
later date. 

THE ADMINISTRATION’S CASE FOR EXTENSION 


In his letter of March 13, Secretary McElroy asserts, “Essentially the same 
reasons which existed for the passage of the original act and the extension 
thereof continue to exist.” Referring to a predicted increase in defense expendi- 
tures subject to renegotiation, the Secretary goes on to say, “It seems clear that 
the increased high rate of spending, as compared to any so-called peacetime 
period, is a compelling factor in favor of extension.” 

At another point Mr. McElroy says, ‘While we have achieved major improve- 
ments in our pricing policies and contracting techniques, it is nevertheless 
desirable that the renegotiation authority be extended in order to insure in cer- 
tain areas that the United States gets what it needs for the defense without 
paying excessive profits.” (As we shall point out later, it would be highly 
desirable to delineate these certain areas to which the Secretary refers and 
limit the consideration of further extension of renegotiation to those areas if it 
is to be extended at all.) 


*This advantage has for all practical purposes disappeared by reason of the fact that 
other profit limitation devices such as price-redetermination clauses are being passed down 
the subcontract chain under Government direction to prime contractors. This practice is 
not recognized, incidentally, by Secretary McElroy’s letter to this committee. 
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Although we have noted the reference to “major improvements in our pricing 
policies,” the assertion that “essentially the same reasons which existed for 
the passage of the original act * * * continue to exist,” would seem to be 
nothing less than an abject confession of failure in the procurement process. 
We do not share, however, the lack of confidence in military procurement which 
this statement implies. We think rather there has been simply a reluctance 
to accept full responsibility and a refusal to abandon a device that is essentially 
bad for Government and industry alike. 

The basic reasons which prompted adoption of the original act were economic 
reasons and the conditions of our national economy have changed drastically 
since 1951. Despite these changes in our economic situation—which we docu- 
ment in appendix A—the Pentagon declares that the same reasons which de- 
manded the act’s original adoption still exist. 

If not economic circumstances, what are these “same reasons’? They are, we 
suspect, reasons relating to procurement policy. If our feeling is correct, then 
it follows that the vast procurement apparatus of the military services, after 17 
years of experience in purchasing unprecedented quantities of rapidly changing 
and increasingly complex munitions, still deems itself unable to forsake the 
crutch of renegotiation. If one accepts the Pentagon’s arguments, particularly 
as they relate to changing technology and the growing complexity of new equip- 
ment, one must assume that, when our marines stand on the moon instead of in 
Lebanon, the Renegotiation Board will still be with us to pass judgment on the 
propriety of profits received by the maker of the vehicles which took them there. 

The tools of procurement.—Just what are the methods of procurement em- 
ployed by the Pentagon and in the use of which we have witnessed the achieve- 
ment of “major improvements in * * * pricing policies and contracting 
techniques?” It would be instructive to consider, first, the nature of contracting 
techniques available to the Pentagon and, second, the deployment of these 
devices in the actual procurement. 

Military contracting techniques.A—Military contracting officers have available 
to them a wide range of contracting devices which are the direct and natural 
result of their unprecedented experience in large-scale purchasing, the purpose 
of which is such as to obtain generally reasonable prices. First of all, the 
military departments may let contracts by advertised bids. For the fiscal year 
1957, about 17 percent of the dollar value of defense contracts with business 
concerns in the United States were so let, and we dismiss that portion of the 
total defense budget from further discussion since it seems clear that as to 
such cotnracts there is no question of the existence of substantial competition. 

Negotiated defense business, constituting some 83 percent of the dollar total 
in fiscal year 1957, may be divided into 2 broad categories: Cost-reimbursement- 
type contracts—further subdivided into 4 subclassifications—and fixed-price 
eontracts of 5 general types. 

From 1951 through 1957 the use of cost-reimbursement-type contracts in- 
creased from about 13 percent of total defense procurement to more than 33 
percent of the whole. There can be no question, we believe, that the Govern- 
ment has adequate means of protecting its interest under contracts of this type, 
since the reimbursement of all costs under such contracts is tested by a well- 
defined set of administrative cost principles considerably narrower in its con- 
cept of cost allowability than that contained in the Renegotiation Act itself. 
This is not to suggest that we necessarily favor the indiscriminate use of such 
contracts nor the widespread use of administrative cost principles which do not 
agree with normal accounting practices in the audit of both cost-reimbursement 
and redeterminable, fixed-price contracts. Insofar, however, as their use bears 
on the proposed leigslation now under study, we reiterate our contention that 
there would appear to be no doubt of the availability of complete protection 
of the Government’s interest where such contracts are employed. 

By thus eliminating from consideration contracts let by formal advertising 
and cost-reimbursement-type contracts, we have for further study about 50 
percent of total defense procurement (based on fiscal year 1957 figures) embrac- 
ing all fixed-price, negotiated contracts. Certain trends of the greatest sig- 
nificance emerge from the study of this procurement area wherein, presumably, 
the most serious difficulty is encountered in achieving reasonable contract prices. 

Turning now to fixed-price contracts other than those let by formal advertising, 


* All figures used in this discussion were obtained from the Office of the Assistant Secre- 
tary of Defense (Supply and Logistics). 
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military procurement officers may contract by means of firm, fixed-price agree- 
ments; redeterminable, fixed-price contracts with ‘prices adjustable upward 
or downward; redeterminable-price contracts containing a maximum figure 
above which the contract price may not rise; fixed-price contracts providing 
for price escalation where labor or material costs increase as shown by estab- 
lished indexes; and incentive-type contracts under which the producer’s profit 
varies directly with cost reductions achieved. Now let us consider what has 
happened in the area of fixed-price, negotiated contracting during the 6-year 
period 1951-57. 

In 1951, nearly 34 percent of the total dollar value of all defense contracts 
contained price redetermination clauses of one kind or another. It may prop- 
erly be inferred, we believe, that during this period a very considerable inde- 
cision existed on the part of contracting officers as to what constituted reason- 
able prices. However, by 1957 the use of redetermination clauses had decreased 
from 34 percent of all defense procurement to 8.6 percent. Even allowing for 
some shift from price redetermination to incentive-type contracts, one may 
fairly conclude that certainty born of experience and the return of intense 
competition to the market place had replaced earlier indecision and inexperience 
on the part of contracting officers. 

Thus we conclude that the further extension of renegotiation cannot be 
justified either on the ground of inexperience or on the basis of inadequate 
contracting techniques. As we have already pointed out, the military depart- 
ments not only have vast experience in purchasing but experience extending 
over Many years in the procurement of continuously evolving new weapons. 
From this experience military procurement has developed no less than nine 
distinct contract types designed to meet all of the varying procurement situations 
which may arise in defense purchasing. The changing pattern evident in the 
use of varied contract types points to continuously increasing skill in bargaining 
by military contracting officers. 

Having examined the resourcefulness of military procurement officers in 
devising tools designed to meet the whole range of contracting situations con- 
fronting the armed services, let us consider further these same reasons which 
the Pentagon feels require further extension of the Renegotiation Act. We 
should consider these reasons in the light of renegotiation’s effect on produc- 
tive efficiency, the burdens it imposes on industrial management, its cost to 
Government and industry, its appropriateness in the present economic circum- 
stances, the evident addiction of its proponents and administrators to the doc- 
trine of profit control and, above all, the inescapable arbitrariness of the 
renegotiation process. 

The inescapable arbitrariness of the renegotiation process 

Although the statute enumerates a list of factors to be taken into considera- 
tion, there is no indication of relative importance as among these factors and 
no suggestion whatever of a formula by which a Renegotiation Board is to 
arrive at a refund figure. Inherently, the factors are so broad in their terms 
and the grant of discretion so unlimited that for all practical purposes no restric- 
tions are placed on the Board. By its very nature the process of determining 
excessive profits is fundamentally and inescapably arbitrary. 

In an individual case, for example, a contractor in discussions with the Board 
may stress efficiency and cost saving to the Government; the Board makes a 
refund determination; the contractor in a later hearing argues that efficiency 
and cost saving have not been rewarded at all—or to a proper degree; the 
Board contends the factor has been given due weight. How can this difference 
of opinion be settled in the Tax Court or anywhere else? 

The late Senator Taft in congressional debate on this subject declared, “there 
can be no standard for the determination of what are excessive profits. So 
this Board would have perfectly unlimited discretion.’° [Italic supplied.] 

Certainly we have no desire to impugn the integrity of the members of the 
Renegotiation Board. Nevertheless, this extraordinary procedure amounts to 
the imposition of an excess profits tax determined by largely unfettered judg- 
ment and discretion. In the Supreme Court decision cited above (the Lichter 
case, 334 U. S., at page 754), the Court goes to the heart of the matter by 
observing that “the very finality of the administrative determinations here 
upheld emphasize the seriousness of the injustices which can result from the 
abuse of the large powers vested in the administrative officials.” 


®97 Congressional Record, pt. I, 82d Cong., 1st sess., p. 1347. 
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Moreover, the concept and the process of renegotiation are so inescapably 
arbitrary that it is extremely difficult to narrow the area of discretion and 
to change the inherent characteristics of the process by piecemeal statutory 
amendment. This has been the experience, for example, with the standard 
commercial article exemption. 

In an original version of this exemption in a House bill, attention was focused 
on unreasonable prices. This was changed so that the reference point of ex- 
cessive profits was maintained—in our judgment, an unfortunate change. The 
exemption was first enacted into law in 1954. It did not work. In 1956, it 
was amended to streamline the exemption and to make it more generally ap- 
plicable. The approach of Congress, in our opinion, was sound and reasona- 
ble. Now, we find that the administrative regulations under the 1956 amend- 
ment negate the intended effect of the amendment in many important respects, 
(See our specific recommendations on this point.) 

In examining the inherent arbitrariness of the renegotiation concept and 
process, it is of course appropriate to look at provision for appeal to the courts. 
Under the present act recourse is, for all practical purposes, limited to the Tax 
Court, which has exclusive jurisdiction on excessive profits. There is evidence 
that affected contractors have been so frustrated and, in their opinion, irrep- 
arably damaged by refund determinations that an unusually large number of 
appeals have been taken under the 1951 act to the Tax Court. The record shows 
that over 16 percent of the total dollar refunds ordered under the 1951 act have 
been subject to appeal to the Tax Court with the great bulk of the cases still 
pending. 

This is particularly significant because of the characteristics of the appeal 
opportunity itself. Appeal to the Tax Court is frequently considered to be of 
doubtful value from a practical standpoint for several reasons: (1) It extends 
the time of the ultimate determination, which, as previously pointed out, is 
already painfully long; (2) it is a de novo proceeding, with the same lack of 
standards as confront the contractor in Renegotiation Board proceedings, in- 
volving retrying the entire case; (3) again, because of the character of the 
renegotiation process, issues are not properly developed at the administrative 
agency level for retrospective legal review in court; (4) since the trial is public, 
proprietary information is spread on the record; (5) the burden of proof is 
substantial and is on the contractor; and (6) the cost is high, not only in dollars, 
but in executive time, delay in the ultimate financial decision, etc. 

We feel, therefore, that it is especially significant in the light of these basic 
defects in the appeal process that so many determinations by the Renegotiation 
Board have been appealed. 

Renegotiation’s effect on productive efficiency.—Presumably—indeed, by statu- 
tory and administrative direction—a contractor is to be rewarded in the process 
of renegotiation for efficiency in production, contribution to the war effort, 
assumption of business risks, etc. The reward consists, however, in merely 
raising somewhat the point at which a profit ceases to be reasonable and 
abruptly becomes excessive. What kind of an incentive is it that amounts to 
no more than a reduction in the number of feathers to be plucked from the 
goose? 

The fact is that the mere existence of the renegotiation process is a built-in 
dragon, and a disincentive to, increased efficiency in defense production. Faced 
with the certainty that profits beyond some point, the determination of which 
surpasseth all understanding, will be extracted from him in the laborious, pain- 
ful, and costly process of renegotiation, a defense contractor has no substantial 
incentive to strive for superior performance. Indeed, he may reasonably feel 
that special efforts which result in reduced costs and increased profits will do 
little more than increase the refund to the Government. It should be empha- 
sized that incentive as used in this connection goes beyond profits as such and 
includes—additionally, and more importantly—the drive for superior and “on- 
tinuously improving products in the interest of national security. 

This disincentive tendency of the renegotiation process has been intensified 
in the past by the contractor’s impotent frustration in attempting to determine 
the rationale of the decision ordering a refund of excessive profits. We note 
with approbation that the Board itself has recently issued new administrative 
regulations requiring a greater degree of specification in its statement of the 
facts and reasons considered essential to its determination in any case. Can- 
didly, because of the character of the renegotiation process we doubt whether 
there can possibly be substantial improvement in this aspect but we are grateful 
for the effort. 
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The indispensability of incentive.—In discussing the serious disincentive nature 
of the renegotiation process itself, it seems wholly appropriate to call attention 
to two significant recent statements which emphasize the necessity for improve- 
ment of incentives to contractors in our drive to maintain military supremacy. 

In June 1958, the Stever ad hoc Committee on Research and Development of the 
United States Air Force Scientific Advisory Board, at page 30 of its report, said: 
“This increased emphasis on research and development has not been, but cer- 
tainly should be, reflected in more favorable arrangements with research and 
development contractors. The effectiveness of research and development contract 
work can be greatly improved * * *. Although the law permits the payment 
of fees up to the equivalent of 15 percent of cost, it is the practice in negotiation 
to reduce this figure to not more than 7 percent. Formulas for computing over- 
head for both profit and nonprofit contracts are so strict that contractors must 
regularly absorb costs that are really essential to getting their research and 
development done, 

“More incentive is essential if contractors are to continue to put their best tal- 
ents and efforts into research and development work ; yet the Air Force must have 
the very best or it will surely fall by the wayside in the race for technological 
superiority.” 

In an important article on Decision Making in Weapons Development, appear- 
ing the January-February issue of the Harvard Business Review, Dr. J. Sterling 
Livingston (who was an expert witness in hearings before Senator Johnson’s 
Subcommittee on Military Preparedness) has this to say: 

“Since we are relying on private corporations for the design and develop- 
ment of new weapons required for our survival, it is urgent that profit policies be 
revised at an early date to assure that the incentives to undertake weapons re- 
search and development work are both adequate and sound so the work will be 
carried out efficiently and economically.” 

We agree completely with both of these statements. Moreover, it would seem 
obvious that imposition of renegotiation on top of a procurement system which 
itself seriously discourages contractor incentive, virtually extinguishes drive for 
cost reduction and productive efficiency. 


The burden on management 


Not the least of the waste of scarce resources occasioned by renegotiation is 
the time and effort of top management and professional personnel which is de- 
voted annually to renegotiation procedures in both industry and Government. 
The nature and amount of such waste can best be illustrated by reference to an 
actual case which has come to the attention of the institute: 

A company which employs 237 people, filed in August 1953, its initial renego- 
tiation forms covering the year 1952. The initial determination was arrived at 
in July 1954, at the regional level. In accordance with Board procedures it was 
automatically reviewed in Washington by the statutory Board in November 1954; 
the regional board’s determination was upheld in December 1954; a further 
review by the statutory board was undertaken at the contractor’s request in 
February and March 1955; the determination was made final in April 1955; the 
case was appealed to the Tax Court in May 1955; the company was subjected 
to an extended audit by the FBI beginning in the summer, 1956, and ending in 
the spring, 1957 (approximately 7 weeks involved); the case was tried by the 
Tax Court in June 1957, and is still pending for decision. 

The company estimates that 130 total weeks of executive time have been con- 
sumed and that costs—including executive, legal, travel, and clerical—now exceed 
$37,000. Thus, the case involving 1952 business is not yet settled in July 1958, 
the costs to the company are a minimum of $37,000, and the company is now 
seriously affected by the current capital goods recession. Moreover, it should 
be emphasized that this company is not an armament maker but a manufacturer 
of normal commercial capital goods which produced its regular product line 
during the Korean conflict. 

At this point in our statement we use this example particularly to illustrate 
the burden of renegotiation on management. It documents equally well the 
excessive costs of the process and the long-continuing financial uncertainty 
involved. The wholly disincentive character of this experience must be obvious 
to any one. 


Cost of renegotiation 


It is commonly assumed in Government that renegotiation produces a dollar 
profit for the Treasury. That is to say, by recapturing excessive profits it sig- 
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nificantly reduces total Government expenditures. This assumption appears in 
Mr. McElroy’s statement that “enactment of this proposal will result in an indeter- 
minable saving to the Government.” 

We doubt if the process yields any overall saving; indeed, we are inclined to 
believe that the Treasury sustains a net loss as a result of the renegotiation of 
defense contracts. Our conclusion is based on data which—although not con- 
clusive—is strongly suggestive of this result. We have set out below the more 
important statistics which lead us to this conclusion and we ask that you read 
these general statistics in the light of the example cited above. 

Has the Renegotiation Act of 1951 yielded any net revenue?—According to the 
Renegotiation Board’s 1957 annual report and Senate appropriations hearings, 
recoveries under the Renegotiation Act of 1951 through December 31, 1957, 
amounted in gross to $1,453 million but to only about $527 million when adjust- 
ments are made to account for the fact that refunds are tax deductible. The 
Board’s costs under the 1951 act have amounted to $25 million during the same 
period. It would thus appear that the Treasury nets some $502 million over the 
period 1951 through December 31, 1957. This however, is most decidedly not 
the case. In addition to the tax adjustment applicable to the gross refund, 
before this net recovery can be translated into a benefit to the Treasury there 
must be subtracted a portion of the direct cost to industry for compliance, since 
these latter costs are also tax deductible. While there are no firm figures on 
the cost of industry compliance, one-tenth of 1 percent of the dollar value of 
renegotiable Government business may be taken as a very conservative esti- 
mate, particularly when it is considered that every contractor has a substantial 
minimum cost of compliance regardless of the dollar amount involved. This 
has been confirmed by a number of companies. The fact that there is a sub- 
stantial cost of compliance has, of course, been recognized by reports of cogni- 
zant congressional committees.° In this connection we should like to refer you 
to the footnote appearing on page 71 of the Report of the Joint Committee on 
Internal Revenue Taxation, which reproduces MAPI’s further development of 
this point. 

Applied to the $235 billion of Government contracting subject to renegotia- 
tion, the total cost to industry could run as high as $235 million. On the basis 
that industry’s tax-deductible expenses for compliance run at this level, the net 
gain to the Treasury would be about $270 million at best. In addition, we must 
place a price tag—and an important one—on those disincentive features of re- 
negotiation already described, including inflated costs and inferior performance. 
At the least, we believe this total would wipe out any remaining differences. 

By way of anticipatory rebuttal, the present request for further extension 
contends that the mere existence of the Renegotiation Act has “had a salutary 
effect upon contract pricing” by prompting contractors to negotiate closer prices 
at the inception of the contract. Without commenting on the obvious implica- 
tion that government by threat is good government, we continue to believe that 
renegotiation constitutes a “crutch” which leads to loose and careless negotia- 
tion by contracting officers. We respectfully submit—as pointed out above— 
that the loss to the economy resulting from the lack of incentive by the re- 
negotiable contractor to cut costs and maximize production efliciency more than 
offsets any possible gain. 

Ofcourse, the Board could considerably increase the present amount of re- 
captured profits by arbitrarily lowering the percentage allowances which they 
have heretofore accepted as reasonable. We do not contend that the Renegotia- 
tion Board's effectiveness or administrative accomplishments should be judged 
wholly on the basis of the amount of dollars which it is able to recapture by 
way of refund. Since, however, this would appear to be one of the principal 
remaining justifications which are advanced for continuing renegotiation, we 
believe that the matter is deserving of consideration. 


RENEGOTIATION IN THE LIGHT OF PRESIDENT ECONOMIC CONDITIONS 


As indicated previously, consistent with the history of renegotiation authority 
and its original justification, we have adopted the existence of competitive 
markets as the major criterion for deciding whether renegotiation is necessary. 
It is appropriate, therefore, to turn to an analysis of our present economy to 


*H. Rept. No. 2549, 84th Cong., 2d sess.; S. Rept. No. 2624, 84th Cong., 2d sess.; and 
report of the Joint Committee on Internal Revenue Taxation relative to renegotiation, 
appendix VI, H. Rept. 2549, 84th Cong., 2d sess. 
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ascertain if this criterion has been satisfied. The answer, however, is a foregone 
conclusion, since the presence of competitive markets today is generally con- 
ceded. We, therefore, relegate this discussion to appendix A. 


SPECIFIC RECOMMENDATIONS 


Having considered the theory and history of renegotiation, the advantages and 
disadvantages of the process, and the appropriateness of its use under present 
economic circumstances, we turn now to a series of specific recommendations. 
These recommendations are summarized below, followed by a more extended 
discussion of each. 

1. In the light of all relevant factors already discussed herein, we recommend 
that statutory renegotiation expire December 31, 1958, as presently provided for. 

2. If it is the judgment of the Congress that the Renegotiation Act of 1951 
should be extended in some form, then, alternatively, we recommend that it be 
amended in the following particulars: 

A. Broaden the coverage and simplify the application of the standard 
commercial articles exemption to the Renegotiation Act. 

B. Eliminate from the coverage of the act procurement of additional fringe 
agencies: the General Services Administration and the public works procure- 
ment of the United States Army Corps of Engineers. 

C. With reference to those areas of procurement not expressly excluded 
by statute, require interested procurement agencies affirmatively to desig- 
nate those areas of procurement which in their judgment must be subjected 
to renegotiation in order adequately to safeguard the Government’s inter- 
ests. 

D. Eliminate completely from the coverage of the Renegotiation Act for- 
mally advertised and incentive type contracts; remove insofar as possible 
duplication between renegotiation and price redetermination. 

BE. Provide for further improvement in renegotiation procedures to protect 
the contractor’s interest and to assure development of a better record for 
legal puposes. 

F. In order to equalize the Renegotiation Act’s application over longer 
periods of time its present authority for loss carryover should be expanded 
to provide for a loss carryback and to permit, in effect, a carryover and 
carryback of “inadequate” profits. 

G. Adopt and implement—presumably in conjunction with other cognizant 
committees of Congress—the recommendation of the 1956 joint committee 
renegotiation study that Congress review the entire profit limitation area 
including the profit limitations of the Vinson-Trammell Act, the Merchant 
Marine Act, the Armed Service Procurement Act, price redetermination 
procedures, etc. 

H. Limit any extension of renegotiation enacted by the Congress this year. 

A. Broaden the coverage and simplify the application of the standard com- 
mercial article eremption to the Renegotiation Act.—Although excessively nar- 
row in definition and equally narrow in implementation the amendments to the 
standard commercial article exemption enacted in 1956 represent a distinct im- 
provement over the prior provision. The legislative history of this amendment 
indicates a clear intent to liberalize the act and to reduce the administrative 
burden incident to compliance with it. 

As a result of a too narrow statutory and administrative definition of standard 
commercial articles, industry generally has not availed itself of this exemption 
to the degree which might have been expected from a liberalization of the rene- 
gotiation process. To be sure, the Renegotiation Board has suggested on page 14 
of its 1957 annual report that this surprisingly small number of filings under 
the standard commercial article amendment may be accounted for by the use of 
the self-executing provisions of the exemption. The fact is that the definition 
of an article to which self-executing provisions may be applied is so limited that 
relatively few companies are permitted to use this approach under the present 
regulation.’ Indeed, applicable administrative regulations stipulate “for the 


7 Under the law the standard commercial article exemption may be self-executing where 
the article is (1) either customarily maintained in stock by the contractor or is offered 
for sale in accordance with a price schedule regularly maintained by the contractor or 
eubcontractor: and (2) at least 35 percent of the sales of such articles are nonrenegotiable. 
The narrow definition of ‘article’ is contained in pt. 1467, subpt. B, of the Renegotiation 
Board Regulations. 
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purposes of ths exemption the term ‘article’ will be given a narrow meaning.” 
For example, the only differences tolerated within the category of a single article 
are those of dimension, size, or of some nonfunctional characteristic such as 
color or marking and in any event the differing articles must be sold at the same 
price. 

We recognize the necessity for reasonable limitation in this area. It would 
seem to us, however, that adherence to the pattern of interpretation illustrated 
in current regulations which, for example, require that a distinction be made 
between typewriters with pica type and those with elite type inevitably renders 
the self-executing provisions of the standard commercial article exemption a 
virtual nullity for many companies whose product lines include a broad catalog 
of items with slight differences, and whose recordkeeping may not coincide with 
the distinctions drawn by the regulations. 

One of the outstanding features of the capital-goods and allied equipment 
industries in this country—which the Machinery and Allied Products Institute 
represents—is the ability to achieve the economies of standardized production 
and still provide a variety of minor variations suited to individual customer's 
needs. Although present self-executing provisions of this exemption might 
conceivably be applied by a contractor willing to develop a multiple classifica- 
tion of records for each article, the burdensome and costly recordkeeping 
procedures required makes this an impractical alternative. 

The result has been that companies whose products fall in this area must 
apply to the Board for approval under two other criteria: Articles which are 
nearly identical with the standard commercial articles and a standard com- 
mercial “class of articles.” Current regulations implementing these two defini- 
tions are so narrow as to eliminate any possibility of their application by 
many companies producing a broad line of standard equipment which may be 
slightly modified to meet military specifications. Since articles “of the same 
kind” must be sold at a price “reasonably comparable” with the price of the 
standard commercial article selected for comparison this definition becomes ex- 
ceedingly important. Unfortunately, present regulations allow only such dif- 
ferences between the prices of two articles as are attributable to measurable 
characteristics and are explainable in terms of market-tested differences shown 
in the contractor’s established commercial pricing pattern. Price differences 
based on measurable characteristics are relatively easy to apply in standard 
metal products such as sheeting, tubing, etc.; they are practically meaningless 
when applied to the almost infinite variations of machinery and machine tools. 
We emphasize our belief that the intended liberalization of the Renegotiation 
Act has been only partly accomplished through the 1956 amendment and the 
standard commercial article exemption. In view of the excessively narrow regu- 
lations which apply to use of the exemption a broader statutory approach is 
required. Manufacturers of general machinery, machine tools, bearings, chain, 
refrigeration machinery, power generating and transmitting equipment, and elec- 
trical equipment—to name only a few standard capital-goods lines which are 
adapted and varied to meet individual customer needs without changing the 
essential character of the standard articles involyed—are in many cases pre- 
cluded from either applying the exemption on a self-executing basis or from 
filing for an exemption despite the vigorous competition which exists, and seems 
likely to continue to exist, in these industries. 

In order to give the committee full background on our objections to the 
standard commercial articles exemption as interpreted in the regulations, the full 
text of our letters of October 27, 1956, and December 14, 1956, to the Honorable 
Thomas Coggeshall, Chairman of the Renegotiation Board, are attached in 
appendix B. 

B. Eliminate from the coverage of the Renegotiation Act civilian procurement 
of certain Government agencies.—The last extension of the Renegotiation Act 
eliminated all but eight agencies from the act’s application. This limitation on 
the scope of the act was quite properly justified on the basis that the procure- 
ment in the so-called fringe agencies eliminated was primarily nonmilitary 
and for articles of standard specifications. 

By reference to these same criteria we recommend that the procurement of 
certain additional agencies be eliminated from the coverage of the Renegotiation 
Act. Such eliminations would include purchases of the General Services Admin- 
istration and purchases in connection with civil-works functions of the United 
States Corps of Engineers. 

There has been ample pricing experience in the procurement of both agencies, 
the purchases of which we recommend for elimination from renegotiation. As 
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for GSA and the Engineers—items procured are only rarely of novel design 
and in almost every case are subject to adequate competition. It is true, of 
vourse, that the General Services Administration purchases certain items in- 
tended primarily for military use—including, for example, aircraft tires and 
jet-engine fuel. These items—like machine tools and heavy machinery are 
sufficiently standardized, we are informed, so as not to create any unusual 
pricing problems of the type to which Secretary McElroy has referred. 

C. With reference to those areas of procurement not expressly excluded by 
statute, require interested procurement agencies affirmatively to designate those 
contracts or areas of procurement which in their judgment must be subjected 
to renegotiation in order adequately to safeguard the Government's interests.— 
If as Secretary McElroy’s letter of request implies the procurement problems 
at the Pentagon requiring further extension of renegotiation are limited to certain 
procurement areas then we suggest that a totally different concept of renegotia- 
tion coverage be considered. 

The act already contains certain exclusions and exemptions; we have recom- 
mended additional exclusions and changes to existing exemptions if the act 
is to be extended at all. We recommend further as to remaining areas subject 
to renegotiation by statute that, if the present act is extended, it be so amended as 
to place upon those procurement agencies affected a burden affirmatively to 
designate those specific procurement areas which they feel must be made sub- 
ject to renegotiation in order adequately to protect the Government’s interests. 
In the net, what we are saying here is that the burden should be placed on the 
Pentagon to delineate and delimit these special problem areas of procurement 
to which Secretary McElroy refers and for which he claims the need for con- 
tinuance of this extraordinary disincentive device. 

To accomplish this end Congress might well employ methods similar to those 
authorized in section 401 of the Second Deficiency Appropriation Act of 1948, 
under which the responsible administrative authority (e. g., the Secretary of 
Defense) was charged with the affirmative duty to designate for subsequent 
renegotiation those classes of contracts which, in his judgment, merited the desig- 
nation. This seems to us a wholly logical approach under present economic condi- 
tions, particularly where a general presumption exists in favor of firm pricing 
and competitive bidding, rather than retroactive correction, and where the appar- 
ently troublesome procurement problems are limited almost entirely to enlarged 
procurement of new missile weapons systems. The situation is not unlike the 
Air Force buildup of 1948 and 1949, when this procedure was originally adopted. 

(1) Statement of congressional intent needed.—While this approach will put 
renegotiation in its proper place as an instrument of procurement policy to be 
used like any other device, selectively, and in appropriate cases at the discretion 
of the procurement authorities, it will not suffice in our judgment without an 
explicit statement of congressional intent set forth in the Renegotiation Act 
itself. This statement should make it unmistakably clear that the purpose of 
renegotiation is to correct retroactively for mistakes in the pricing of Government 
contracts and subcontracts, and it is to be used by the military and atomic energy 
procurement agencies only when, for some reason, adequate protection for the 
Government cannot be obtained through various contractual provisions at the time 
a contract is let. 

This statement of congressional intent should emphasize that nonrenegotiable 
pricing is the normal goal of procurement policy and should be employed as 
widely as conditions permit so as not to interfere unwisely with the maintenance 
of a normal commercial relationship between the Government and its suppliers. 
It should indicate that in normal competitive markets the price of the best sup- 
plier is presumably a reasonable price requiring no retroactive review. 

The affirmative designation of renegotiable contracts which we have suggested 
above need not and should not be done on a contract-by-contract basis but for 
those procurement areas which, in the judgment of the officials responsible for 
purchasing, come within the purview of thisintent. As experience is gained, these 
areas would obviously change. 

The flexibility of the approach here suggested is, we believe, essential should 
the Congress decide to extend the act. One other desirable feature of this ap- 
proach is its flexibility in case of war. Our recommendations and analysis herein 
are based upon the present cold war situation. Should a war of any considerable 
magnitude break out, a fresh look at the problem would be in order. However, 
the military departments, under this proposed method, would have at their dis- 
posal the proper means to safeguard themselves until such time as Congress 
could reexamine the situation. 
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We anticipate that the procurement departments initially may object to this 
recommendation, in view of the fact that it places added responsibilities upon 
them and represents a change in the existing method of operation. However, it 
would have the special merit of placing responsibility on those very departments 
who have vigorously urged the need for some type of renegotiation. Moreover, 
those departments would be in a position not only to survey continuously these 
admittedly troublesome procurement areas but would have the accompanying 
responsibility of continually reviewing their decisions and would be subject to 
the constant incentive to rely more on competitive bidding and firm initial pricing. 

D. Eliminate completely from the coverage of the Renegotiation Act formally 
adwertised and incentive type contracts; remove insofar as possible duplication 
between renegotiation and the application of price redetermination —As already 
suggested by Senator Sparkman during debate on the last extension of the Rene- 
gotiation Act in 1956 we recommend that contracts let as a result of formal adver- 
tising procedures be excluded from the application of the Renegotiation Act. 
Obviously, there would seem to be no question of the existence of substantial 
competition in the great majority of such cases. 

The renegotiation of incentive type contracts would seem to have the effect 
of thwarting the very purpose for which such contracts were adopted in the first 
instance. 

Further, the pyramiding of renegotiation on tov of redetermination seems to be 
needless duplication of effort. The removal of the duplication presents certain 
problems. May we offer these preliminary suggestions. 

The Congress should indicate that where renegotiation is made applicable price 
redetermination should not, as a general rule, be required as an additional and 
duplicating device. Where a contract is subsequently to be renegotiated, price 
redetermination should be used only in unusual cases. Where, however, pro- 
curement officials consider it necessary, due to particular circumstances, to use 
redetermination clauses, contracts so drawn would naturally continue to be 
affirmatively designated for renegotiation, since one of the principal purposes of 
the renegotiation process is the opportunity afforded for an overall review of 
profits. 

E. Provide for further improvement in renegotiation procedures to protect the 
contractor’s interest and to assure development of a better record for legal pur- 
poses.—We believe that important improvements can be made in the renegotiation 
process from a procedural standpoint. In view of the essentially unique nature 
of the renegotiation concept and the renegotiation process and the fact that it 
has never been made a permanent statute, we do not suggest that all of the formal 
procedural safeguards established by the Administrative Procedures Act be made 
applicable here. Nevertheless, certain additional steps should be taken under 
general legislative mandate. 

A renegotiation proceeding takes on none of the adversary character of a normal 
proceeding before a regulatory board. Improvement could be made in accord- 
ance with the following suggestions. 

At the regional board level after the staff to whom the case is normally assigned 
in the first instance has arrived at findings of fact and preliminary conclusions, 
a joint hearing might be held before the regional board. The contractor should 
have the right to be presented with and to rebut findings of fact and conclusions 
before the regional board has arrived at even a preliminary judgment. Under 
present procedures the contractor has an opportunity to furnish information but 
ordinarily is not in a position to deal with conclusions and findings of fact prior 
to the determination by the regional board either in tentative or in final form. 

The same practice could be followed in cases before the statutory board. It 
is true that under present regulations a contractor has the right to appear but 
not in the manner suggested above. 

Recently the Renegotiation Board, in response to repeated requests from 
industry, as indicated previously in this statement, has issued new rules govern- 
ing the statement of facts and reasons upon which the Board bases its decision. 
It is indicated that no longer will this statement be perfunctory and pro forma. 
This aspect of Board procedure deserves continued scrutiny. 

We have suggested here only 1 or 2 examples of possible improvements in 
Board procedures. A survey of affected contractors would undoubtedly pro- 
duce other suggestions. To repeat our general objective, we do not believe that 
it is necessary to adopt all of the formal procedures of the Administrative Pro- 
cedures Act, but it is certainly desirable to increase the procedural rights of 
the contractor beyond present practice. 








EXTENSION OF THE RENEGOTIATION ACT 137 


F. To equalize the Renegotiation Act’s application over longer periods of 
time, its present authority for loss carryover should be combined with @ loss 
carryback provision and provision for what, in effect, would be a carryover and 
carryback o; “inadequate profits.”—At present the act permits a carryforward 
of losses. We recommend adoption of a loss carryback provision also. This 
was given some consideration at the time of the last extension and was rejected 
on the grounds that such a carryback would create “uncertainty” and “admin- 
istrative difficulties” (H. R. 2549 84th Congress, 2d sess., p. 8). We ask that 
the question be reopened since we do not see how the process of renegotiation 
could be made more uncertain and we believe that the administrative difficul- 
ties might be overcome. 

‘n addition, a similar provision should be enacted which would, in effect, 
authorize a carryover and carryback of “inadequate profits.” The current Re- 
negotiation Act and administrative regulations thereunder are applied on an 
annual basis. Seldom, if ever, does the Renegotiation Board look at conditions 
prevailing in prior or subsequent years in order to determine whether the profits 
during the current year were “excessive” in the light of the individual company’s 
longer-range experience. 

As a result of the annual accounting approach, a company whose profits are 
bunched in 1 or 2 years from a series of contracts lasting over a number of years 
will be penalized for “excessive” profits during the years in which the company 
was able to obtain the benefits of the cost reduction flowing from production 
experience even though the company had earned little or no profit during the 
early period of performance in which development and reproduction costs were 
high. We know of actual cases which illustrate this point. 

It was the contention of the Renegotiation Board itself a the time further 
extension of this act was under study by the staff of the Joint Committee on In- 
ternal Revenue Taxation that an amendment of the type here proposed was not 
required. Subsequent events and the Board’s regulations themselves would seem 
clearly to indicate that a statutory provision of this type is necessary in order 
to achieve an equitable solution. 

G. Adopt and implement, presumably in conjunction with other cognizant 
committees of Congress, the recommendation of the 1956 Joint Committee re- 
negotiation study that Congress review the entire profit limitation area includ- 
ing the profit limitations of the Vinson-Trammell and the Merchant Marine 
Acts, the Armed Services Procurement Act, etc.—The objective of a study of 
profit limitation statutes in the procurement area, including, Vinson-Trammell 
and Merchant Marine Acts, the pertinent provisions of the Armed Services Pro 
curement Act, price redetermination clauses, etc., would be to deal with the 
whole problem rather than take it up piecemeal. Naturally, we would hope 
that this would be approached, not alone from the technical aspects of pro- 
curement, audit, and pricing, but that the overriding considerations of Govern- 
ment getting the best product for the procurement dollar and granting proper 
reward for efficiency, imagination, and general performance would be given the 
greatest weight. 

May we offer these comments in advance about the Vinson-Trammell and 
Merchant Marine Acts. We urge the committee to consider eliminating the 
profit recapture provisions of both acts. 

The profit limitation provisions of the Vinson-Trammell Act date from the 
original adoption of the act in 1934. The Merchant Marine Act has contained 
similar provisions since 1936. In the case of the Vinson-Trammeil Act it is 
noteworthy, we think, that the arbitrary fixed-percentage-of-profit limit was 
tacked onto the bill on the House floor after it was reported out by the com- 
mittee and was devised, of course, at a time when military procurement was 
only a tiny fraction of what it is today. Moreover, the profit limitation feature 
of the act affected only a small number of private contractors since a very con- 
siderable amount of ship and aircraft manufacturing at that time was under- 
taken by the Government itself. 

The almost continuous suspension of the profit limitation provisions of both 
acts during World War II, the period of the excess profits tax, and, more re- 
cently, under the Renegotiation Act of 1951, attests to the fact that Congress 
has consistently recognized them as inappropriate procurement devices under 
present circumstances. Up to this time, however, Congress has seen fit only 
to suspend rather than to eliminate them. 

The only proper cure for the problems posed by these two acts and their rela- 
tionship to the Renegotiation Act is to eliminate once and for all their archaic 
and completely unnecessary profit limitation provisions. All of the arguments 
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for the elimination of renegotiation can be made even more strongly for the 
elimination of these statutory provisions. Surely no one either in Government 
or industry could justify redetermination, statutory renegotiation, and the 
subjection of defense contractors to the wholly crude provisions of these two 
acts. 

H. Any extension of renegotiation enacted by the Congress this year should 
be limited to 1 year.—The process of legislating renegotiation into permanency 
by extension after extension after extension must cease in our judgment. Under 
no circumstances, we feel, should the Congress extend the act for more than 1 
year until after the overall study of profit limitation is completed and reviewed 
by the Congress. 

This completes our formal statement on the proposed extension of the Re- 
negotiation Act of 1951. We greatly appreciate this opportunity to be heard 
on the subject which is more important in principle than in technical detail and 
which involves fundamental questions of profit control philosophy and related 
legislation and administrative regulations. 

Respectfully submitted. 

CHARLES W. Stewart, President. 


APPENDIX A. RENEGOTIATION IN THE LIGHT OF PRESENT ECONOMIC CONDITIONS 


Statement of Machinery and Allied Products Institute and Council for Tech- 
nological Advancement 


The 8 years since the invasion of Korea have witnessed the maintenance of 
competitive conditions in the vast majority of markets. In some areas, compe- 
tition has reemerged after a short-lived eclipse under the stress of heavy post- 
Korean contract placement. A short review of the Nation’s economic situation 
during the past few years will suffice to demonstrate the generally competitive 
nature of industrial markets today. 

The effect of Government procurement on competitive markets with the out- 
break of the Korean war was, of course, the major point of consideration in the 
passage of the Renegotiation Act of 1951. At that time officials responsible for 
the national-defense program were freely predicting that national security 
expenditures would rise to an annual rate of $65 billion by the end of 1952, or 
19 percent of the then gross national product. The actual extent of defense pro- 
curement has fallen short of the proportions originally estimated. If we sub- 
tract from total national security expenditures that portion allocated to pay, 
services, and current operation of the armed services, we arrive at a figure of 
some $17 billion which was spent for major procurement and construction in- 
cluding research and development in 1952. (See table, “Relationship between 
major procurement and construction expenditures and gross national product,” 
on page 2 of this appendix. As noted in footnote 1 to that table, this total over- 
states Government payments to private enterprise.) This represented only 5 
percent of the Nation’s $345 billion output of goods and services. By 1955 this 
percentage had dropped to 4 percent, has remained there, and is expected to 
remain there in 1958 on the basis of currently available data notwithstanding all 
of the recent developments in the international armament race. 

Since Korea, the output of our economy has increased $149 billion, from $285 
billion in 1950 to $434 billion in 1957. Increased expenditures for national se- 
curity during this period have absorbed only $22 billion of this added output,’ 
leaving $127 billion on an annual basis for use by the civilian economy. 

This is hardly the picture of an all-out mobilization, choking off competitive 
markets and making orderly pricing of needed armaments impossible. On the 
contrary, it suggests generally competitive conditions. 


1 National security expenditures data are based on budget a information 
contained in Federal Reserve bulletins for December 1952 and May 1958. 








EXTENSION OF THE RENEGOTIATION ACT 139 


Relationship between major procurement and construction expenditures and 
gross national product * 


[Billions of dollars] 


a. — we —s — | 1 | | 


| Fiseal | Fiscal | Fiscal | Fiseal | Fiseal | Fiscal | Fiscal | Fiscal | Fiscal 

| year | year | year | year | year | year | year | year | year 
1951 | 1952 | 1953 | 1954 | 1955 | 1956 | 1957 | 1958 | 1950 

| actual | actual | actual | actual | actual | actual | actual| esti- | esti- 























Major procurement and nar nae -_| 40 11.5] 17.1 16.0 | 13.0) 12.2 13. 6 14.2 14.1 
Military public works. a 1.8 1.9 1.7 1.6 2.0 1.9 1.9 2.1 
Research and development _ 0.8} 1.2 1.4 1.4 1.4 Let. ue 1.8 | 2.3 
Total__ 5.2 14.5 | 20.4 19. 1 16.0 15.5 17.2 17.9 18.5 
Total (converted to calendar- | 
year basis) _...._.____- | 98| 17.4] 198] 176| 158] 164] 17.6] 182)... 
Gross national product...._.----..--- | 328.2 | 345.4 | 363.2 | 361.2 | 391.7 | 414.7 | 434.4 426.9 (?) 
Procurement and construction ex- | | | 
penditures as a percent of GNP__._| 3.0 5. 5 4.9 4.0 40) 41 68h. 
| 


| | | 





1 Government expenditures to date include some expenditures for production undertaken directly by the 
Government and so overstate to some degree Government payments to private enterprise. 
2 Ist half at seasonally adjusted annual rates. 


Sources: Department of Defense, ‘“‘Expenditures by major budget category,” June 1958. Council of 
Economie Advisers, Economic Indicators, June 1958. 


REASON ABLE PRICES THE BASIC CRITERION 


The proper concern of procurement policy is the reasonableness of prices paid 
by the Government. Consequently, the crucial factor is price, not contractors’ 
profits.2, In the absence of collusion or other special circumstances, the exist- 
ence of alternative sources of supply, both actual and potential, guarantees the 
maintenance of competitive conditions and insures against the payment of in- 
flated prices by the Government, as well as by any other purchaser. 

Where normally competitive conditions are present, therefore, the question of 
profit is irrelevant, since the level of profits obtained in competition reflects the 
degree of efficiency attained by the producer. Consideration of renegotiation is 
justified only where a military emergency makes such huge and unusual claims 
upon the productive resources of the Nation that competitive prices can no longer 
be reasonably established in advance. 

Profits.—We reiterate our belief, confirmed by the ASPR provisions cited in 
the footnote, that the primary concern of procurement policy—and of renegotia- 
tion, when properly conceived—is the reasonableness of the price paid by the 
Government. Heretofore, however, much of the discussion on the alleged need 
for renegotiation has centered around the level of profits earned by defense 
contractors. To some extent this is understandable, since there is an intimate 
connection between prices and profits, although profits are by no means the 
proper criterion of price reasonableness. Taking issue, then, with the propo- 
nents of renegotiation on their favorite battleground—that of the level of profits— 
let us review the trend of profits in manufacturing industries generally, and, 
more particularly, in the capital goods industries. 

The tables on page 4 of this appendix compare corporate profits prior to Ko- 
rea (average of the years 1947-50) with profits earned in 1953-56 (average for 
the period), 1957, and the first quarter of 1958 for all manufacturing corpora- 
tions and for the machinery and transportation equipment industries. Insofar 
as the rationale of renegotiation lies in a mushrooming of profits, the facts belie 
the necessity for its continuation. Measured as a return on equity or sales, 
before or after taxes, profits since the signing of the Korean truce in July 1953 
were below the pre-Korean level for manufacturing as a whole in 1953—56, de- 
clined further in 1957, and have shown substantial declines in the first quarter 
of 1958. Since renegotiation is on a “before-tax” basis, it is important to note 
that, for manufacturing as a whole as well as for the machinery groups 
specifically, before-tax profits on stockholders’ equity during the past 2 years 
show at rates well below the level preceding Korea. Measured against sales, 


2On this subject, see ASPR 3-801.1 [“It is the policy of the DOD to procure supplies 
and services from responsible sources at fair and reasonable prices calculated to result 
in the lowest ultimate overall cost to the Government.”’} and ASPR 3-807 [“‘Government 
procurement is primarily concerned with the reasonableness of a negotiated price and only 
secondarily with the eventual cost and profit.’’]. 
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the reduction is equally noticeable. This after-tax decline has been even greater 
in terms of the 1947-59 ratios, when measured both against stockholders’ equity 
and sales. 

In the face of these generally lower profit levels, before as well as after taxes, 
any attempt to justify the need for a further recapture of profits through re- 
negotiation must obviously look to some arbitrary ‘permissive’ level rather 
than to a recent historical benchmark, such as the period prior to Korea. 


Relation of profits before tazres to stockholders’ equity and to sales 


To equity (profit ratio) To sales (cents on dollar) 
| | | | 
1947-50 | 1953-56 | | Ist | 1947-50 | 1953-56 | Ist 
| aver- | aver- 1957 |quarter,) aver- | aver- | 1957 |quarter, 
age age | ; 1958 | age | age | | 1958 
} Dis dh ah 
| | 
All manufacturing > aa 0}; 12.9 11.0 | 9.0 8.8 | 6.4 
Machinery: 
Nonelectrical---_--..- - ne ; 22.0 | 12.5 12.1] 10.0} 9.7 | 6.8 
Electrical . 5. 6 25.6) 17.8) 11.3] 9.0 | 8.6 | 6.7 
Transportation equipment: | | 
Motor vehicles and parts--_-_-_- 38.8 | 5. f 23.6; 16.3 13.9; 118) 10.6} 7.3 
Aircraft, ships, railroad and 
(1) 6.4 74) © | @ 


1 Not available. 





Relation of profits after taxes to stockholders’ equity and to sales 


To equity (profit ratio) To sales (cents on dollar) 


ria 

shes tn tien ad ist | 1947-50 1953-56 | 

| aver- | aver- | 1957 j|quarter,| aver- | aver- | 1957 
1958 age | age 

wt | os | 

| 


age age 


All manufacturing ; 11.3 | 1.0 | 6. 


Machinery: 
Nonelectrical ; 10.3 | 10.7 5.7 
i - pln + dein okie cian E 5 12.2; 12.6 8.5 
rtation equipment: | 
otor vehicles and parts 2.7) 15.6); 14.2) 8. 3 
Moa ships, railroad and 
49); © | @® 
j 


1 Not available. 


Source: Quarterly Financial Reports for United States Manufacturing Corporations, Federal Trade 
Commission and Securities and Exchange Commission. 


Mr. Stewart. Also, in view of the fact that a good many of the 
points which I have have been made previously are those in which we 
concur, I think it might be helpful if merely flag a few and underline 
them and perhaps a platform for doing so would be Mr. Coggeshall’s 
statement which you heard this morning. 

I have only had an opportunity to read it hastily after listening to his 
oral reading of it, but a number of pofnts occur to me which I think 
will be of interest to the committee. 

In the first place, he adopts the statement of the President as the 
leadoff position ; namely, that we must do everything in our power to 
see to it that the maximum return is received for each dollar of pro- 
curement spent. 

We subscribe to that also. We feel, however, that the process of 
renegotiation is not the answer. On the contrary, we have a strong 
conviction that the Renegotiation Act is badly misnamed. 

It would be more accurate to describe it as the “Disincentive Act” 
of 1951 and we shall attempt to develop during the course of this 
brief statement why I so classify it. 
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Mr. Coggeshall referred particularly to the many new and complex 
missiles and other weapons involved in defense procurement. 

With this point we also agree, but we reter back to Congressman 
Simpson’s point earlier this morning that if it is necessary to extend 
this act, then it should be pinpointed to that area of procurement 
which is the special problem of the Pentagon and the military services 
should carry and exercise the responsibility of identifying that area 
and dealing with it alone, rather than with a shotgun act such as that 
which is on the statute books. 

There is a reference in Mr. Coggeshall’s statement to the effect that 
it is common knowledge that the mere existence of the renegotiation 
authority frequently induces contractors to price more closely. We 
challenge the conclusion, and we have never seen the evidence. 

The resultant dollar savings to the Government are incalculable. 
I would agree they are incalculable. I would not agreed they are 
substantial. On the contrary, I think the loss is substantial. 

The statement of results of renegotiation on page 3 of his statement 
is not complete in that it does not allow for the cost involved in com- 
pliance, nor does it put a price tag on the cost in the form of a dis- 
incentive, a good deal of which you have heard from the aircraft indus- 
try this morning. 

On page 6 there is a good deal of comment on the matter of appeal. 
The point is made that most contractors have agreed to refunds. I 
would not take that as an indication that they are in sympathy with 
the principle, but, rather, that they have agreed to it for matters of 
necessity, for reasons that I shall point out in a moment in connection 
with the burdens of the act. 

But the paragraph is a little bit misleading in respect to the extent 
of appeal Epcorens, if you will examine the MAPI statement at page 
8, you will find that, if you look at the total dollar refunds which 
are in appeal before the Tax Court, or have been in appeal before the 
Tax Court under the 1921 act, you will find that over 16 percent of 
the total dollar refunds have been or are currently being appealed 
and that most of the cases are still pending. 

With respect to the Administrative Procedure Act, we have a 
specific recommendation on the point, to which I will refer in a 
moment. 

Finally, Mr. Coggeshall has asked that, after the industry testimony 
is in, the Renegotiation Board be given an opportunity to present to 
the committee further comments on behalf of the Renegotiation Board 
in the light of the subsequent testimony. 

I should like to ask the chairman, if the committee pleases, that, if 
that supplementary testimony is submitted for the public record and 
if time permits, it might be useful, in order to get both sides of the 
table, to have the industry witnesses comment on it. 

Mr. Foranp. If it can be submitted before the committee goes into 
executive session on this bill, that will be done. 

Mr. Srewart. Gentlemen, now turning to a few highlights aside 
from the comments which I thought might be helpful on Mr. Cog- 
geshall’s statement, I have been perplexed by the continued reference 
to this act as a temporary measure. 

I find that this is a fourth extension of the law. A proposal has 
been made to extend it for 2 years. Every time a reference is made 


29220 O—58——-10 
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to it in a congressional report, it is stated that it is not recommended 
that this ‘be permanent legislation. 

I have heard, or, at least, I read between the lines, that the Pentagon 
does not necessarily believe it should be permanent legislation. 

As a matter of fact, I canont find anyone who advocates it strongly, 
in principle. No one wants it to be a permanent statute, and yet it is 
being extended and reextended and reextended into permanency. 

I suggest that the central fact before this committee is whether or 
not that is your wish and that is the wish of the Congress. 

Now, gentlemen, in detail, our statement outlines the disadvantages 
of renegotiation, They have been alludedto. Ishall summarize them 
only briefly. 

It is an inducement for careless procurement. I think I might help 
a little bit on that point. Some of us may wonder why the Pentagon 
has recommended the enactment of this statute this year and, to some 
extent, in the past. I have an explanation which may be a partial 
answer to the problem. 

This Congress, in its good judgment, frequently examines into the 
process of procurement; it is critical at times of the manner in which 
the procurement dollar is spent. 

It examines into the techniques that are being employed, and I think 
that the Pentagon, together with the congr essional committees, have 
made very substantial improvements, as the previous witness indics ated, 
in the process of contracting. 

On the other hand, the process of renegotiation is a convenient out 
when criticism is directed for errors in procurement. It is, in a sense, 
a crutch upon which faulty procurement rests. 

Gentlemen, I should like to venture the suggestion that Congress 
will never succeed in getting completely efficient, streamlined, tight 
procurement as long as renegotiation is on the books. 

We have heard references to the fact that the Renegotiation Act is 
a very serious impairment of incentives to economy and efficiency. 
We concur completely. It penalizes the efficient and, in the end, the 
public interest is the loser. 

Most important of all, and this goes not only to national security, 
but it goes to the very essence of our governmental sy stem, renegotia- 
tion is, essentially, the most arbitrary, the most capricious process or 
system that has ever been legislated, in my knowledge, as far as peace- 
time is concerned, 

The judgment factor, so called, which is conceded in the annual 
report of the Renegotiations Act, which has been alluded to by Mr. 
Roberts in previous years’ testimony, is the central characteristic of 
renegotiation. 

No matter how many statutory factors you have in the present act, 
or Mr. King’s bill would add, you can never pinpoint this process of 
renegotiation beyond the very wide and extreme area of discretion 
which it embodies inherently. 

It is faulty, inherently, and, no matter what you do to tinker with 
it with respect to additional factors, it shall always be faulty in 
peacetime. 

It places a terrific burden on management. Gentlemen, in that 
connection I would like to read you a chronological history of a case 
that has been brought to my attention. A company which employs 
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237 people filed in August 1953 its initial renegotiation forms cover- 
ing the year 1952. 

The initial determination was arrived at in July 1954 at the re- 
gional level. In accordance with Board procedures it was automati- 
‘ally reviewed in Washington by the Statutory Board in November 
1954. 

The regional board’s determination was upheld in December 1954. 

A further review by the Statutory Board was undertaken at the 
contractor’s request in February and March 1955. The determination 
was made in April 1955. 

The case was appealed to the Tax Court in May 1955. The com- 
pany was subjected to an extended audit by the FBI beginning in 
the summer of 1956 and extending into the spring of 1957, 7 total 
weeks involved. 

The case was tried by the Tax Court in June 1957, and it is still 
pending. The company estimates that 130 total weeks of executive 
time have been consumed and that costs, including executive, legal, 
travel, and clerical, now exceed $37,000. 

Thus, this case, involving 1952 business, is not yet settled in July of 
1958. 

The costs to the company are a minimum of $37,000 and the com- 
pany is now seriously affected by the capital-goods recession and still 
does not know where it stands with regard to 1952. 

Moreover, it should be emphasized that this company is not ammu- 
nitions maker, but a siateaiaaneaied of normal, commercial, capital 
goods. 

Now, this is an example not alone of the burden on management; it 
documents the excessive cost of this process and the long continuing 
uncertainty involved. 

The wholly disincentive character that would result is obvious, I 
think, to anyone. 

Now, gentlemen, to stay within my time limit I should like to sug- 
gest that our basic recommendation is to terminate this act at the 
earliest possible date. If it is not in your wisdom, your decision to 
terminate it immediately, then let us limit its extension to the mini- 
mum date and let us have a study not alone of renegotiations, but of 
all profit limitation, statutory and administrative techniques as 
recommended by the joint committee staff in the study held at your 
direction in 1956. 

We have certain specific recommendations in the event that you do 
extend it for any period of time. These recommendations are set out 
on page 13 of our statement. They are set out for two purposes. 

First, in the event you extend it we hope you will consider them. 

Secondly, they point up some of the basic failacies and some of the 
basic defects in the process. We suggest in brief that you should 
broaden the coverage and simplify the application of the standard 
commercial articles exemption to the Renegotiation Act. 

I may say to you, as I have told the Chairman of the Renegotiation 
Board on many occasions, that in my judgment the regulations under 
the standard commercial articles exemption do not carry out your 
intent. 

I suggest you refer to the detail of my statement on that point. 
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Secondly, eliminate from the coverage of the act the procurement 
of additional fringe agencies, specifically the General Services Ad- 
ministration and the public works procurement of the United States 
Army Corps of Engineers. 

This is in line with Mr. Simpson’s suggestion that if we have a 
limited problem let us use a limited tool to deal with it. 

With reference to those areas of procurement not specifically ex- 
cluded by statute, require interested procurement agencies to desig- 
nate those areas of procurement which in their judgment must a 
subjected to renegotiation in order to adequately safeguard the 
Government’s interest. 

In other words, put the burden where it belongs, in the Pentagon 
with reference to the broad areas that need to be attacked. 

Eliminate completely from the coverage of the act formally adver- 
tised and incentive-type contracts. Remove insofar as possible dupli- 
cation between renegotiation and price redetermination. 

Provide for further improvement in renegotiation procedures to 
protect the contractor’s interest and to assure development of a better 
record for legal purposes. 

On this point, gentlemen, Mr. King will be particularly interested, 
we are not soeulahily convinced that the full route of the Admin- 
istrative Procedures Act is desirable. 

We do feel, however, that something between the procedures which 
are now employed and the procedures which are required by the Ad- 
ministrative Procedures Act might be adopted and we have some 
specific suggestions in the statement on the point. 

In order to equalize the Renegotiations Act’s application over long 
periods of time, its present authority for loss carryover should be 
expanded to provide for a loss carryback. 

On that point, we are at a loss to understand why it was not enacted 
in the last Congress in 1956 when it was alleged that it was uncertain 
and that it would have administrative difficulties. 

Frankly, gentlemen, we cannot conceive of a process more uncertain 
than renegotiation in any case. 

I don’t see how you can make it more uncertain. 

We would suggest, finally, as I have mentioned, that the extension 
should be limited to the Tearkint possible time, if indeed you need 
extend it at all, and that this overall profit limitation study needs to 
be made. 

Now, gentlemen, in essence, to summarize, in our judgment this 
Congress and this country is confronted with this situation: 

An act which no one believes in in principle other than in times of 
extreme emergency ; 

An act which it appears Congress, the Pentagon, and I am sure 
the general public believe should not necessarily be a permanent part 
of our system ; 

An act which represents the most complete and unrestricted grant 
of discretionary authority in my experience and as Senator Taft said 
when this act was first considered on the floor of the Congress: 


You cannot write any standards or factors which will enable you to limit the 
discretion granted under this act. 


An act which permits the Board to make judgments on such mystical 
grounds that the judgment cannot be diagnosed or taken apart and 
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no human being sitting on the Tax Court, or anywhere else, can 
possibly give an effective retrospective review in a legal sense of the 
judgment arrived at. 

How long can we continue to blink at what is fundamentally a bad 
law? How long will Government fail to recognize the basic and 
practical fact that effective streamlining of the procurement process, 
that really tight buying of the best products for the least money, will 
never be achieved in military procurement as long as this crutch 
of renegotiation is available to the procurement authorities? 

Finally, most important of all, How long is it going to take us to 
realize that this renegotiation statute, that the whole concept of 
renegotiations, is only symptomatic of a broad creeping philosophy 
of profit control which in a sense is just as direct as price and wage 
controls that are legislated in wartime? 

When you add renegotiation, price redetermination in the Merchant 
Marine Act, Vinson-Trammell—which, by the way, will come back 
into effect automatically if you terminate the statute—Armed Services 
Procurement Act, and indeed, the philosophy of the Atomic Energy 
Commission which was reflected recently in antidote brought to my 
attention, the Atomic Energy Commission has adopted the policy 
that a contractor should be denied as a cost, the double declining 
balance of the sum of the digits depreciation and must take straight 
line despite the mandate of this Congress with reference to effective 
——— rates in the 1954 code. 

Now, gentlemen, in brief, the national security interests have been 
pointed up to you. The interests of the country in terms of efficiency 
of procurement have been underlined, and I should like to leave you 
with one further point underlined; namely, that there is a principle 
of goverment involved here. 

This is bad government; it is bad administration, and it is not good 
for the country. 

Thank you very much. 

Mr. Foranp. Are there any questions? 

If there are no questions, we thank you for your appearance and 
the information given the committee. 

Our next witness is Mr. F. J. Ballou. 

Is Mr. Ballou here? 

Will you come forward, please, sir, and identify yourself for the 
record ¢ 


STATEMENT OF F. M. BALLOU, IN BEHALF OF ELECTRICAL EQUIP- 
MENT REPRESENTATIVES ASSOCIATION, ACCOMPANIED BY 
DONALD J. RAPSON, COUNSEL 


Mr. Batiov. Mr. Chairman and gentlemen of the committee, I 
thank the committee for this opportunity to be heard. 

My name is F. M. Ballou, and I am a manufacturer’s representa- 
tive in the electrical equipment field. 

I am accompanied by Mr. D. J. Rapson, of Nordlinger, Riegelman, 
Benetar & Charney, of New York, my attorneys. 

I appear at this hearing as spokesman for Electrical Equipment 
Representatives Association, as well as in my own behalf. 
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The Electrical Equipment Representatives Association maintains 
offices in 53 cities throughout the country and its membership em- 
ploys 352 technical salesmen. They represent 201 manufacturers 
and their combined sales volume is. upward of $100 million a year. 

I am a professional engineer, with my office at 51 North Broad 
Street, Ridgewood, N. J., under the name of F. M. Ballou, P. E. & Co. 

I was born in Boone, Iowa, December 12, 1907, and after my pre- 
liminary education, I received my degree in electrical engineering 
from Iowa State College in 1930. I have been associated with West- 
inghouse Corp. and with M. B. Cutting Co., in Jersey City, but have 
had my own office, as manufacturer’s representative, since 1949. 

My company consists of 2 girls and 5 men, including myself, and 
operates in New York, New Jersey, Pennsylvania, Connecticut, and 
Delaware, serving all types of customers, utilities, industrial users, 
and consulting engineers. 

At the present time I represent 12 principals, the largest of which 
is the Heinemann Electric Co., of Trenton, N. J. My principal cus- 
tomers are primarily equipment designers and Government agencies. 

My sales volume is over $1,500,000 with about half of it being Gov- 
ernment business, which is subject to renegotiation, according to my 
counsel. 

My understanding of the Renegotiation Act is that it was intended 
to permit recovery of excess profits on contracts which were placed 
on a crash progam without sufficient time to obtain accurate cost data 
and at times on noncompetitive bids. 

In my opinion, that is clearly a proper and desirable legislative 
purpose. 

However, the act which was directed at the 5 percent influence ped- 
dlers who made killings in the procurement of Government contracts, 
is applied to manufacturers’ representatives who receive a standard 
commission rate without regard to the classification of purchases, com- 
mercial or Government agencies. 

It is inappropriate that the legislation lumps us in the same category 
as individuals who have rendered disservice to the United States by 
taking unfair advantage of improper opportunities to procure Gov- 
ernment contracts. 

Our specific objections to the Renegotiation Act are as follows: 

1. It should not appiy to manufacturers’ representatives in the elec- 
tronic and other technical fields because they render valuable technical 
services, including examination of application requirements, making 
specific recommendations on components for exact needs; suggesting 
modifications of standard equipment to provide multiple functions; 
reducing costs, weight, number of components, complexity of wiring: 
eliminating or reducing need for spare parts; serving in a technical 
liaison capacity between customer and principal; guiding product de- 
velopment; obtaining samples for development or prototype use, and 
assisting design engineers in testing to prove applicability. 

area speaking, we must be able to recognize the unique appli- 
cation of all available products appropriate to the needs of the Gov- 
ernment and of their prime contractors. 

This area includes thousands of items and parts, and requires a high 
degree of professional engineering experience and competence. 

2. The Renegotiation Act constitutes, as presently applied, a penalty 
on individual initiative, inventiveness, and effective effort to help cus- 
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tomers to meet the requirements of the defense program, and in this 
respect defeats the basic purposes of renegotiation legislation. 

3. The act discourages individuals from seeking Government busi- 
ness and, therefore, diminishes healthy competition in the supply of 
goods and services for Government use. 

The individual who devotes extensive efforts to Government busi- 
ness subjects himself to a future renegotiation refund, and finds 
it necessary to obtain sufficient additional nongovernmental business 
to compensate for the renegotiation burden. 

The effect of this latter course of action is tantamount to the im- 
position of an additional tax. 

4. The act is unfair as administered. I have been confronted 
with the payment of alleged excess profits for 1955 and the demand 
for the payment of alleged excess profits for 1956, as well as the 
need for preparing a 1957 renegotiation return—all within a period 
of months. 

The total of actual and claimed refund amounts to well over 50 
percent of my current net annual operating profits. The effect on 
my business is disastrous. 

5. The act is administered by a regional board of laymen who are, 
in my opinion, not competent to judge the economic value of highly 
technical services. They are inclined to characterize manufacturers’ 
representatives as ordinary salesmen who offer standard catalog items 
and render only a commercial service, quoting prices and delivery, 
processing purchase orders, obtaining delivery information, expedit- 
ing shipments, and so forth, all of which is clerical work. 

In our company, such work is done entirely by my secretaries. 
Any manufacturer’s representative who is worth his salt goes far 
beyond this in taking an active and informed interest in technical 
problems, and seeking to obtain solutions so as to bring about the 
most efficient technical performance. 

6. The Renegotiation Act contravenes the American concept that 
the laborer is worthy of his hire and is inconsistent with the principle 
of sanctity of contracts. 

The manufacturers agree to pay certain commissions for services 
rendered by manufacturers’ representatives. 

The law of supply and demand for these services holds in this field 
as each principal is interested in procuring orders, governmental 
or nongovernmental, at a minimum selling expense. 

The rate of commission applicable to the renegotiable contract. is 
precisely the same rate that the manufacturer pays on nonrenegotiable 
contracts. 

Surely the representative who works with his brain is entitled 
to as much consideration as the laborer who works with his hands 
and whose contracts are not renegotiated. 

7. The Renegotiation Act, as presently administered, hinders pro- 
ductive effort sales in tle field of Government procurement. It 

diverts the representative's attention from his work to the protection 
of his own interests. 

The manufacturer’s representative cannot afford to devote as much 
time and attention to detail on governmental work if he knows that 


his compensation will be 30 to 40 percent lower than on nongovern- 
mental work. 
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8. The Renegotiation Act is vague, arbitrary, capricious, and un- 
reasonable. The income tax is definite and predeterminable, thus 
permitting advance planning to meet the tax obligations. 

The Renegotiation Act is indefinite and is not predeterminable, 
thereby preventing the individual from properly planning his busi- 
ness, since it affords no way of estimating the likelihood or extent of 
the refund which may be demanded and which may absorb his entire 
working capital. 

Accordingly, it is impossible for the manufacturer's representative 
to plan for business expansion or investment until his renegotiation 
is completed, several years later, by which time he may find that 
he has no capital to invest in expansion. 

9. The present Renegotiation Act discriminates against manu- 
facturer’s representatives. I cannot understand why, since 1953, the 
statutory minimum for other contractors has been doubled from 
$250,000 to $500,000, and again doubled in 1956 to $1 million, but that 
of manufacturers’ representatives has remained stabilized at $25,000, 
despite obvious economic factors calling for an increase. 

I urge the proportional increase of our exemption to $100,000 on 
the ground that the present law is discriminatory against manu- 
facturers’ representatives, who do, in fact, render a highly specialized 
and valuable service to Government contractors, veisilidi in greater 
efficiency and lower costs of items furnished under their contracts. 

The act, as applied, is also discriminatory as applied to manufac- 
turers’ representatives in that the mandatory exemption for stand- 
ard commercial articles and services made available to the manu- 
facturer in section 106 (e) is not available to the manufacturers’ 
representatives as a result of an administrative decision (Ren. Staff 
Bull., September 29, 1955). 

Aaiaiimaly. it is entirely possible under the act for the manufac- 
turer to be exempt from renegotiation, while his representative who 
sells these very same articles remains subject to a determination that 
he made excessive profits. 

10. The present Renegotiation Act penalizes effective performance 
by manufacturers’ representatives in the field of Government con- 
tracts. Under the present law, a manufacturers’ representative is 
not subject to renegotiation if his aggregate commissions are not more 
than $25,000. 

If these commissions do exceed this amount, a determination of 
excessive profits can be made with respect to the entire amount above, 
but not including the first $25,000 so that the representative receives 
at least $25,000. 

However, in determining what is excessive profits, the first $25,000 
becomes subject to renegotiation. 

The result of this is that the manufacturer’s representative whose 
commissions exceed the statutory minimum receives a considerably 
lower rate of commission on sales that would not be subject to rene- 
gotiation if he had not made additional sales that pushed him over the 
minimum. 

Example, Mr. A, who procures $250,000 of renegotiable sales and 
receives the going rate of 10 percent, resulting in $25,000 commis- 


sions, is not subject to rer egotiation. 
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Mr. B procures $500,000 in renegotiable sales and is renegotiated 
by allowing a lower rate of commission, say, 7 percent, on the entire 
amount, thus reducing his commissions from $50,000 to $35, 000. 

The result is that the man who makes as many sales receives only 
$10,000 more for his additional efforts, or only 4 percent of the second 

$250,000. 

Obviously, this is a deterrent and hindrance to effective perform- 
ance in that it causes a manufacturer’s representative to tend to 
divert his selling activities away from Government contracts once 
the statutory minimum is approached, in order to avoid being pe- 
nalized as to his income up to that point. 

If renegotiation is to continue, it is therefore submitted that the 
least inequitable way is to limit the area of renegotiation to amounts 
above the statutory exemption. 

That way, the manufacturer’s representative is put on notice that 
sales beyond that point will receive a lower commission rate, but he 
will no longer be penalized as to the amount within the minimum as 
he is under the present state of the law: 

The Renegotiation_ Act is in effect inconsistent with the due 
process clause of the Constitution. While means are provided for 
the appeal of a determination, the individual is over a barrel, because 
the cost of such an appeal in money and time is often prohibitive. 

I submit that the knowledge and judgment of the individual predi- 
cated upon years of formal training and experience are as much the 
property of the individual as are his real property and personal 
effects and should receive the same constitutional protection. 

But in the absence of any definitive criteria, the reasonableness of 
the engineer’s compensation in his capacity as a manufacturer's 
representative becomes a purely subjective exercise of the regional 
board or its negotiator, the validity of the determination being in- 
capable of proof. or disproof. 

Due process is not an available protection against bureaucratic 
error resulting from somewhat limited technical knowledge. 

The vagueness of the act is particularly noticeable with respect to 
the definition of excessive profits provided in section 103 (e). Six 
subjective factors which must be taken into consideration in deter- 
mining whether profits are excessive are stated, but these factors are 
primarily directed to the functions of a manufacturer, and are largely 
unrelated to the function of a manufacturer’s representative. 

Accordingly, the subjective determination of what is inherently 
a difficult matter becomes impossible with respect to a manufacturer’s 
representative. 

Of the bills pending before this committee, I commend H. R. 13092 
which tends to accord proper recognition to the fact that we are liv- 
ing under a free enterprise system, and that there must be reason- 
able incentives to business. 

However, this bill does not go far enough in that it fails to give 
specific recognition to the problems of manufacturers’ representa- 
tives. 

If the Renegotiation Act must be extended, I respectfully urge 
that— 

The commissions of manufacturers’ representatives not in ex- 
cess of the rate paid on nongovernmental business should be excluded 
from renegotiation ; 
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2. If the commissions payable to manufacturers’ representatives 
continue to be included, the increase in the exemption already ex- 
tended to the manufacturer should be proportionately applied to 
manufacturers’ representatives. This means that the statutory in- 
crease in manufacturers’ receipts on accruals from $250,000 to $1 
million should be reflected in a proportionate increase of the exemp- 
tion of commissions of manufacturers’ representatives from $25,000 
to $100,000; and 

3. In any case the exemption should be immune from renegotia- 
tion if the total renegotiable income of the manufacturers’ repre- 
sentative exceeds the exemption, and only the income in excess of the 
exempt amount should be subject to renegotiation. 

These three suggestions may be effectively implemented by adding 
an additional provision to H. R. 13092 amending section 105 (f) of 
the act so that it would read as follows: 

If the aggregate of the amounts received or accrued during a fiscal year (and 
on or after the applicable date specified in section 102 (a) by a subcontractor, 
and all persons under control of or controlling or under common control with 
the subcontractor, under subcontracts described in section 103 (g) (3) is not 
more than $100,000, the receipts or accruals from such subcontracts shall not, 
for such fiscal year, be renegotiated under this tiitle. 

If the aggregate of such amounts received or accrued during the fiscal year 
under such subcontracts is more than $100,000, the determination of excess 
profits to be eliminated shall be made only with respect to the excess over 
$100,000, provided that no determination of excessive profits shall be made 
with respect to receipts or accruals received as commissions,. if the subcon- 
tractor concerned receives the same rate of commission for contracts not other- 
wise renegotiable under this title. 

I thank the committee again for letting me be heard and I shall be 
pleased to answer any questions that you may have. 

Mr. Foranp. Are there any questions? 

Mr. Simpson of Pennsylvania will inquire. 

Mr. Suvpson. I am interested in respect to the amount of money 
which a contractor may earn and not have the renegotiation law 
apply. 

It is, I have always understood, $i million. 

Mr. Batiov. In the case of the manufacturer, that is true. 

Mr. Srupson. What is the category for which a lower amount ap- 
plies ? 

Mr. Batiou. That is in the case of individuals, there is a limitation 
of $25,000. 

If the commissions earned in any fiscal year are in excess of $25,000 
under the present act the entire amount becomes renegotiable. 

Mr. Stmpson. Then we have the category over a million dollars and 
the category, that is, one class of commissions of $25,000. 

Mr. Batiov. That is correct. 

Mr. Stmpson. Isthat the only extent of the $1 million ? 

Mr. Bauxiov. The $1 million applies to manufacturers, according 
to my understanding of the act. It was amended in 1954 and made 
retroactive to June 30, 1953. 

Mr. Stmpson. Does it apply only to manufacturers’ representatives ? 

Mr. Batiov. That applies to manufacturers now. That quarter of 
a million dollars applies to manufacturers. 

In 1954 the act was amended to raise that limitation from $250,000 
to $500,000. 
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Again in 1956 the act was amended raising the exemption for manu- 
facturers to $1 million. 

But the limitation of $25,000, which has applied since the act was 
first enacted in 1942, I believe, still remains on the books. 

Mr. Simpson. That applies then to manufacturers’ representatives ? 

Mr. Baiov. Yes, sir. 

Mr. Stmpson. Only and exclusively ? 

Mr. Batiov. It applies to individuals. 

Mr. Rapson. Section 103 (g) (3) of the act 

Mr. Stmpson. Is there something wrong with manufacturers’ repre- 
sentatives that there isa basis for that ? 

Mr. Batiov. I would like to think not. 

Mr. Simpson. You being one of many I am rather favorably im- 
pressed by your frankness and so on. I wonder what it is in the pro- 
fession that you represent that would induce the Congress to imply that 
if you earn over $25,000 a year we have to take a special look at your 
business. 

Mr. Batiov. I think that the area of operation of a manufacturer’s 
representative is decidedly important to our economy overall by reason 
of the fact that many small manufacturers are unable to maintain their 
own district offices. They do not have the sales volume to warrant the 
expense of having 53 offices throughout the Nation. 

Therefore, they depend on the services of such persons as myself 
who retain offices representing a number of manufacturers and thereby 
spreading the selling expense over the group. 

Mr. Stmpson. You recite here some of the experiences that you have 
had. It almost amounts to persecution, does it not ? 

Mr. Batiov. I would not want to say that public] 

Mr. Stmpson. You have done pretty well publicly here to imply 
that. 

Mr. Bauxov. I would not want to feel that in the United States 
anybody is subject to persecution. 

Mr. Stmpson. You use the word “discrimination”—discrimination 
against manufacturers’ representatives. I am inclined to agree with 
you. 

You are still willing to be discriminated against, but not to the 
extent of $25,000. 

Mr. Bauxov. I would like to be free from that discrimination, if 
possible. 

Mr. Simpson. If you are doing a legitimate service and the em- 
ployer, the company that hires you pays you a commission, if you 
are an automobile salesman, for example, why should you be given a 
treatment which differs from the treatment which is given the con- 
tractor if it sells directly to the Government ? 

Mr. Bauxovu. That is exactly the question I raised in my brief. 

Mr. Simpson. That is all. 

Mr. Foranp. Are there any further questions ? 

If not, we thank you for your appearance and the information you 
have given the committee. 

Mr. Batiov. Thank you, sir. 

Mr. Foranp. The next witness is Mr. Robert Welch. 
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STATEMENT OF ROBERT G. WELCH, EXECUTIVE VICE PRESIDENT, 
AMERICAN STEEL WAREHOUSE ASSOCIATION, INC., CLEVELAND, 
OHIO 


Mr. Wetcn. Thank you very much for the privilege of being here 
today. 

I am Robert G. Welch, executive vice president of the American 
Steel Warehouse Association, Inc. 

Our headquarters are in Cleveland, Ohio. 

Our association was incorporated in 1934 as an outgrowth of the 
American Iron & Steel Heavy Hardware Association which was 
established in 1909. 

Membership in the association consists of approximately 500 active 
member companies operating approximately 900 steel service centers 
in heavy metalworking centers in North America. 

Steel service centers are sometimes called steel warehouses. Mem- 
bers of the association handle virtually all of the industrial steel prod- 
ucts sold through steel service centers. Every major steel-producing 
company is an associate member of our organization. 

Industrial steel service centers have on hand approximately 3,700,- 
000 tons of finished steel products ready for prompt processing and 
rapid delivery to any part of North America. 

They could be delivered today. 

These inventories are ready for immediate use in normal times 
and represent a strategic stockpile of enormous value in times of 
national emergency. 

The prime economic function of industrial steel service centers is 
to provide a source of supply of various steel products for the small 
quantity purchaser. These service centers serve as a local stock out- 
let in the industry by purchasing steel from a mill in large quantities 
and selling this steel to myriads of purchasers in small quantities. 

The large steel consumer buys his major steel requirements directly 
from the mill, but he buys his rapid delivery requirements, his main- 
tenance and repair items from the steel service centers. 

The small steel consumer makes all of his purchases from the indus- 
trial steel service center since his small requirements cannot economi- 
sally be handled by a steel mill. 

Further evidence that the steel service center operates for the con- 
sumer of small quantities is found by the fact that when an order 
is received it generally is filled in a matter of hours. 

The sales are not made on a monthly or yearly contract basis and 
the steel service centers rarely accept an order for future delivery. 

As you have requested, gentlemen, we intend to keep our remarks 
as brief as possible. 

Additional information about our industry and the problems we 
have encountered in connection with the Renegotiation Act have been 
filed with the clerk. If additional data is required we, of course, 
will be pleased to provide it. We believe our case is worthy of con- 
sideration as an illustration of the problems encountered by distribut- 
ng companies. 

hat 1s, in general under this act the problems we have encountered. 
Our experience, I think, is a good history. 
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Public Law 870, act of August 1, 1956, 84th Congress, 2d session, 
amended section 106 of the Renegotiation Act by revoking paragraph 
(a) (8) of that section and by inserting new provisions covering 
standard commercial articles. This action worked a hardship on 
industrial steel service centers—warehouses. 

Prior to the modification of the act in 1956, the products handled 
by steel service centers were exempt by application under the act if 
the operators of steel service centers were able to show that competi- 
tive conditions were such as to reasonably prevent excessive profits. 

Because of the highly competitive nature of the operation of steel 
service centers this provision in the act had the effect of exempting 
the sale of the standard commercial articles regularly sold by this type 
of company. 

With the elimination of the competitive conditions clause in the 
act, it became necessary for the steel service centers to seek exemption 
under section 106 (e) (4). 

Definitions taken by the Renegotiation Board, steel service centers 
have found it extremely difficult, complicated, and expensive to gather 
the information necessary to qualify for this exemption. 

Products stocked and sold by this industry are offered for sale in 
accordance with regular published price schedules to Government 
contractors and subcontractors and regular commercial consumers 
alike. 

The items are regularly cataloged and regular price lists are pub- 
lished. 

In every market, these products are offered for sale by a large 
number of industrial steel service centers and there is adequate compe- 
tition to prevent any unreasonable profits. This is evidenced by the 
fact that profits in the industry are not unreasonable. In fact, a basic 
problem in the industry has been low earnings. 

Similar conditions exist in a number of other industries, but the 
American Steel Warehouse Association, Inc., is only authorized to 
speak for its members. 

We, therefore, recommend that your committee consider amending 
the act to once again put in a en that would enable steel service 
centers and similar types of businesses to qualify for exemption be- 
‘cause of the competitive conditions that exist on the items regularly 
stocked and handled for resale by this segment of the steel industry 
and other similar industries. 

We believe this could be accomplished by amending section 106 (e) 
(4) of the act to include wording similar to the following: 

(4) Definitions, for the purposes of this subsection : 

(a) The term “article” includes any material, part, component, 
assembly, machinery, equipment, or other personal property. 

(6) The term “standard commercial article” means, with re- 
spect to any fiscal year, an article which either is customarily 
maintained in stock by the contractor or subcontractor or is 
offered for sale in accordance with a price schedule regularly 
maintained by the contractors, and either— 

(¢) the competitive conditions affecting the sale of such 
article are such as will reasonably prevent excessive profits, or 

(72) from the sales of which by the contractor or subcon- 
tractor at least 35 percent of the receipts or accruals in such 
fiscal year, or of the aggregate receipts or accruals in such 
















OF THE RENEGOTIATION ACT 





EXTENSION 





fiscal year and the preceding fiscal year, are not (without 
regard to this subsection and subsection (c) of this section) 
wabiett to this title; 

Language similar to (7) above should also be added to (4) (C), 
(4) (E), (4) (F), and (4) (G). (Italicized portion represents ad- 
dition in wording. ) 

The 1956 amendment of the Renegotiation Act has required a nar- 
row definition of the term “article” under the act by the Renegotiation 
Board. Reference is made to renegotiation regulation 1467.24 which 
is quoted as follows: 

1467.24 The term “article’—(a) Scope. 

Section 106 (e) (4) (A) of the act defines the term “article” to include any 
material, part, component, assembly, machinery, equipment, or other personal 
property. For the purposes of this exemption, the term “article’’ will be given 
a narrow meaning. When two products differ only in dimensions or size, or 
in any nonfunctional respect such as color or markings, and are sold at the same 
price, it will be considered that such products are a single article. If such prod- 
ucts are sold at different prices, each will be considered a separate article. Simi- 
larly, if two products differ in any respects other than those indicated above, each 
will be considered a separate article, even though both may sell coincidentally at 
the same price. In determining whether prices are the same or different, volume 
or other discounts will be disregarded. 

Our people, as well as steel, handle aluminum and copper. 

(b) Example—if copper tubing is quoted and sold at a stated price per lineal 
foot, sales of such tubing are considered to be sales of a single article, although 
different customers may buy it in different lengths. 

On the other hand, and ignoring volume or other discounts, if 1-foot lengths 
of copper tubing are quoted and sold at one stated price, and 2-foot lengths 
are quoted and sold at a price other than exactly double, a difference in price 
exists and each such length of tubing is considered a separate article. 

This is what happens under that as it affects us. 

The Board has set up classes of certain metals and alloys of those 
metals which it has determined acceptable in applying for exemption 
under the act. Steel service centers purchase records and inventory 
records show the classes of metals as required by the Renegotiation 
Board but it is not practical to keep customer records in the same 
manner because of the expense of keeping such records due to the very 
large number of transactions, and the fact that reference to such 
records would virtually never be made in connection with regular 
business transactions. 

We might carry, for example, 5 tons of cold finished bars in stock, 
but by the time we sell that to customers in little tiny pieces, it isn’t 
practical tokeep the information. Yet under the renegotiation regula- 
tions, we have to dothat. 

Steel service centers regularly stock approximately 12,000 different 
industrial steel items in every major industrial center in the United 
States and almost this many items in smaller industrial areas. These 
items are sold in very small quantities to every consumer of steel in 
North America. The average steel order of industriad steel products 
during the past year was approximately 800 pounds. Orders vary 
from 1 pound to several tons. Average sale price during the past 
year was approximately $112 per order. Steel service centers process 
approximately 35 million orders each year for all metal products and 
there are usually several items on each order. 

So we are talking, probably about several million items. 

A typical company has from 5,000 to 10,000 customers in a major 
industrial area and completes hundreds of transactions every day. 
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A very high percentage of these are by phone. 

Under the present regulations, it is necessary for the steel service 
center to go back and analy ‘e each item sold on a very detailed basis. 
Because of the way orders are taken and the lack of proper informa- 
tion from the customer, because sometimes he does not know whether 
the item is going against renegotiation or not, the necessary informa- 
tion for renegotiation records is not available except in a few in- 
stances at the time of sale. The companies that Theits their applica- 
tion for exemption under the Renegotiation Act have had to go back 
and— 

Analyze’ each invoice to each contractor and subcontractor 
using the narrow definition established by the Renegotiation 
Bo ard; 

Obtain the information from each customer about the end 
use e of each class of items sold ; and 

Prepare an analysis based on the information obtained from 
these thousands of transactions. 

Since this information is not available in the steel service center 
records and in most instances not available in the customer’s records, 
it is necessary to get the customers’ estimate on his renegotiable sales. 
Preparation of this information, which at best is based on estimates, 
literally costs thousands of dollars and is used only for the purpose of 
filing for exemption under the Renegotiation Act. 

If the act is amended to per mit steel service centers and similar 
concerns to file for exemption in those instances where they could 
prove the existence of a competitive situation which precludes any 
unreasonable profits, this unnecessary burden which adds to the 
already high cost of doing business could be eliminated. 

I explained a little bit earlier about competition, the fact that we 
have 900 members in our association which causes competition in all 
the major and minor industrial areas in the United States, and there 
are at least 300 industrial steel centers not members of our association. 

Earnings on the steel centers are very reasonable. As a percent of 
margin after taxes, for example, in 1954 we earned 1.5 percent on sales. 
In 1955 we earned 2.5, versus iron and steel producers of 7.8; in 1956 
we earned 4.8, against 7.2; and in 1957 we earned 3 percent, against 
7.4 percent for the iron and steel producers. 

Some people say we should use as a test a return on our net worth 
or net asset. Steel service centers in 1954 only earned 3.5 percent 
on their net. assets after taxes versus the iron and steel producers 9.4. 
We earned 8 percent in 1955, versus 15.2 percent in 1955. In the 
following year, 1956, we earned 13.9 percent, the amount for the iron 
and steel producers. In 1957, we earned 9.9 percent, versus 13.2 per- 
cent. As we well know in the steel industry they are not sufficiently 
high, but they are very slow, and a very large percentage of the 
major industries in the United States have a high: return than the 
iron and steel producers on their investment. 

Gentlemen, we very much thank you for this opportunity to appear 
before you. We believe our request is a sound and reasonable one. 

We greatly appreciate your serious consideration of our appeal 
for modification of the Renegotiation Act. That is, of course, if it 
is to be continued. 

Mr. Foranp. Are there any questions ¢ 
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Mr. Simpson, of Pennsylvania, will inquire. 

Mr. Simpson. This amendment in 1956, according to my under- 
standing, was to make it easier to have a standard commercial article 
exempted from renegotiation. 

Did it have just the opposite effect with respect to your business? 

Mr. Wevon, Yes; it did, sir. 

Mr. Simpson. By reason of the interpretation put on it by the 
Board when they wrote the regulation ? 

Mr. We cu. Well, before, we were able to file by showing that 
there was adequate competition, we could go in and say, for example, 
that “There are 110 companies in Los Angeles carrying these items, 
here are their catalogs, there is plenty of competition, prices are 
published in Iron Age, Steel magazine, the American Metal Market 
on a weekly basis,” and on that basis we were exempt under the act. 
We filed for exemption and the exemption was granted. 

Mr. Stmpson. They make it more difficult for you to do business 
than make it easier ? 

Mr. Wetcu. That is correct. The modification of the act in 1956 
created a very severe problem with many of our companies. 

Mr. Simpson. In that regulation that you read, they state the term 
article will be given a narrow meaning. Congress did. not do that. 
The Board did it? 

Mr. Wetca. That is the interpretation of the Board. It was given 
the narrow meaning. 

Mr. Simpson. And the effect of it has been to jeopardize your 
business and make it harder for you to do business / 

Mr. Wetcu. Yes. You see, we buy from the steel mills in the way 
that they 

Mr. Simpson. When you sell something to a contractor, long after 
the fact the contractor may come after you for information, 1s that 
right? 

Mr. Wevcu. Well, we have to go back to him for information and 
say “Did this go against a renegotiation contract ?” 

Mr. Srupson. Don’t they come to you, though? Don’t they come 
to you also for prices and all that 

Mr. Wetcu. Well, they come to us for the steel, which we sell. 

Mr. Simpson. You have to get from your customers the end use? 

Mr. Wetcu. We have to get from the customer the end use; that is 
correct. 

Mr. Srwpson. And keep all those records, not just on what you 
always thought of as a standard commercial article, but one that is 
within the narrow interpretation given to what the items are? 

Mr. Wetcu. That is correct. You see, we buy that way and we 
keep our inventory records that way. When we make a sale at Boeing, 
for example, or North American, we will make a sale on the type of 
detail they ask, stainless steel, bars, or whatever the type may be. But 
we may only sell them 5 pounds. As a result, we don’t keep our sales 
records to them in that manner. The way we would keep our sales 
records at Boeing is that in the month of March 1958, we sold them 
so many pounds total of stainless steel, bars. We wouldn't break 
it out into the hundreds and hundreds of transactions because it is not 
practical for us to do that, except it is necessary for us to have that 
information under the act. 
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The Renegotiation Board has, in practice, tried to assist us in esti- 
mating that, but it has been an extremely difficult and expensive thing 
to do because we have to take at least a big enough sample to apply 
it to our total sales. 

Mr. Simpson. Am I correct when I say that the purpose of the 
1956 amendments in part was to liberalize, to make more certain the 
standard commercial article definition and exemption, and then with 
respect to your particlular industry it had the opposite effect and made 
it more difficult. 

Mr. Wetcu. Yes, sir. 

Mr. Foranp. Are there any further questions ¢ 

If not, we thank you for your appearance and the information you 
have given the committee. 

The chairman has left a note that Mr. Coggeshall is to be permitted 
15 minutes for an additional statement ? 

Mr. Simpson. Mr. Chairman, he has testified ? 

Mr. Foranp. He testified earlier, and the chairman, as a result of 
some conversation, has agreed that he will be allowed 15 minutes’ 
additional time. 

Mr. Simpson. May I inquire, Mr. Chairman, if other gentlemen will 
be allowed additional time ? 

Mr. Foranp. The Chair has no objection to the other gntlemen 
getting an additional 15 minutes. 

Mr. CoacesHatyt. Thank you, Mr. Chairman. 

Mr. Foranp. The Chair is going to time you for 15 minutes. 


STATEMENT OF HON. THOMAS COGGESHALL, CHAIRMAN OF THE 
RENEGOTIATION BOARD—Resumed 


Mr. CogGesuHautu. Thank you, Mr. Chairman. 

I have a lot to answer in 15 minutes. I wish to comment first that 
the spokesman of the Aircraft Industry Association, Mr. Allen, made 
a reference to the excellent statement of the Honorable Carl Vinson 
about renegotiation, with which we fully agree. 

As a matter of fact, I think I had something to do with reviving 
and rejuvenating it in the Hébert committee hearing 214 years ago 
when I opened my remarks. But I am rather bothered—and I think I 
should put it before the committee—I am rather bothered to see that 
Mr. Allen left us a kind of headless horseman without the last sentence. 
I mentioned it when he quoted that before us when he appeared for his 
own company last January. 

I would like to put in, for the sake of the record, the last sentence 
of Mr. Vinson’s statement, reading as follows, and it is particularly 
applicable as we see it to the aircraft industry association members. 
This is the final sentence: 

The purpose is not to take money away from the contractor, but, rather, to see 
that not too much money has been taken from the Government under unusual 
conditions lacking the controls normally exerted upon prices by the pressures of 
competition. 

I also wish to enter into the record a letter by the same gentleman, 
the Honorable Carl Vinson, which he has authorized me to present 
before the committee. He recently received from Mr. Webster, the 
chairman of the Government contract committee of the National Asso- 
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ciation of Manufacturers, the same statement which Mr. Marsh, his 
vice chairman, entered into the record this afternoon, essentially the 
same statement. Mr. Vinson’s reply was as follows: 

I have thoroughly examined the letter of July 2, 1958, which you sent me for 
the National Association of Manufacturers omen with the brief attached. 

I find that the points which you advance have been presented before. I 
understand also that you will present them to the Ways and Means Committee 
of the House, which is the committee having jurisdiction of this subject matter. 

I do not share your views, but I appreciate the opportunity of reading the 
arguments which you will present. 

The Cuarmman. Without objection, that will be entered into the 
record. 

Mr. CoecrsHauu. He also has authorized me to quote from a some- 
what longer letter that he wrote to another correspondent in connection 
with the extension of renegotiation. His reply, dated May 20, is as 
follows: 

I have read your letter and the argument contained in the brief attached. 
I disagree with it. Renegotiation has a place in the law, perhaps to a greater 
extent than it had when the act of 1951 was first passed at a time when you 
state it was justified. In my opinion, the continued expansion of negotiated 
procurement for services and supplies by the Department of Defense and the 
military departments, particularly in the field of new weapons, makes it impera- 
tive that the Government have the protection of renegotiation by an independent 
renegotiation board. The service Secretaries have so testified. If you have 
some disagreement with the methods by which renegotiation. is applied in 
practice, I am sure that the Committee on Ways and Means will give you a 
considerate hearing. 

It is that committee which has the primary responsibility for the detail of 
application and enforcement of the act. 

Next, I am particularly concerned, Mr. Chairman, with the state- 
ment in Mr. Allen’s paper which is quoted i in the body of my comment 
in regard to the arrogation of power by the Renegotiation Board. 

I would like to make this rejoinder. 

The Renegotiation Board has never sought to Segre its own 
existence by sponsoring legislation to extend the Renegotiation Act. 
Since its original enactment in 1951 the act has been extended three 
times, each time upon the request and recommendation of the Presi- 
dent, or the Secretary of Defense, or both of them. 

The position of the Board has always been that we only administer 
the law, we do not make it and we do not initiate action to continue it. 

However, when our views were solicited by the Congress in connec- 
tion with each of the prior extensions, we did not hesitate and we do 
not hesitate now to endorse the position of the Defense Department 
and present our reasons forthrightly. 

This, Mr. Chairman, is only “natural. We believe in renegotiation. 
I know I speak for all of my colleagues on the Renegotiation Board, 
as well as for myself, when I say that we would not be serv ing on the 
Board if we did not entertain the profound conviction that this law 
is in the oa interest. 

We believe, too, all of us, in the private-enterprise system that has 


made our country great, and we have endeavored to administer the 
renegotiation law in a manner wholesomely consistent with the privi- 
leges and responsibilities inherent in that system. 

"That is the w ay in which we believe the Congress intended this law 
to operate. 
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Now it has been said here today by the spokesman for the Aircraft 
Industries Association, that “the Board has arrogated to itself the 
authority of establishing the profit structure of the airframe industry 
m direct conflict with Congress’s previous delegation of such author- 
ity tothe Department of Defense.” 

Mr. Chairman, I would be less than just to myself and my associates 
on the Board if I were to allow that remark to go unchallenged. I 
do not know to what law the witness had reference in saying that the 
responsibility for establishing a profit structure for the airframe in- 
dustry has been delegated to the Department of Defense. The De- 
partment of Defense itself claims no such authority, and the very 
existence of the Renegotiation Act belies the truth of the assertion. 

For in determining and eliminating excessive profits in accordance 
with the provisions of the Renegotiation Act and to that extent nec- 
essarily affecting the defense profit structure, the Renegotiation 
Board is doing only what it was created to do, and expressly directed 
to do. That aah I do know. And that, Mr. Chairman, is not 
arrogating to ourselves a power not given to us, or, as I prefer to re- 
gard it, a responsibility not vested in us. 

I need hardly remind the committe that in creating the Renegotia- 
tion Board the 1951 act provided that it was “to be composed of five 
members to be appointed by the President, by and with the advice and 
consent of the Senate. The Secretaries of the Army, the Navy, and 
the Air Force, respectively, subject to the approval of the Secretary 
of Defense, and the Administrater of General Services shall each rec- 
ommend to the President, for his consideration, one person from civil- 
ian life to serve as a member of the Board. The President shall, at 
the time of appointment, designate one member to serve as Chairman.” 

The Board is independent, but our close ties with the Department 
of Defense derive from this provision for the appointment of a major- 
ity of the Board upon recommendations of that Department, as well 
as from the very nature of our work. Certainly the statutory origin 
and duties of the Board leave no room for the insinuation of the 
industry spokesmen that the Board is something in the nature of an 
interloper. 

This is a serious charge, Mr. Chairman, that we have arrogated 
to ourselves this power. I feel so strongly about it that I trust your 
committee in its report on this bill will find it possible to include an 
emphatic official repudiation of this wholly unjustified imputation. 

Next we have a full statement going into the record dealing with 
the position and recommendation of the Aircraft Industries Asso- 
ciation on renegotiation. It is too long to go over in the 15 minutes 
I have, but I would like to draw upon it a bit to give this committee 
the benefit of the other side of the aircraft industry’s position. 

Mr. Foranp. Do you want your full statement in the record ¢ 

Mr. CoGGEsHaLL. Yes, sir. 

Mr. Foranp. Without objection, that may be done. 

(The document referred to follows :) 


STATEMENT OF CHAIRMAN, THE RENEGOTIATION BOARD, ON THE POSITION AND 
RECOM MENDATION OF THE AIRCRAFT INDUSTRIES ASSOCIATION ON RENEGOTIATION 


The Aircraft Industries Association has presented an extensive comment on 
the pending proposal to extend the coverage of the Renegotiation Act of 1951 for 
2 additional years, from December 31, 1958, to December 31, 1960. 
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I. THE ASSOCIATION PROPOSAL AND ITS EFFECT 


The association solidly supports the principle that no company doing business 
with the Government should be allowed to make excessive profits. In general 
terms, the burden of its memorandum is that the renegotiation statute and the 
manner in which it is being administered affect adversely the national defense 
and the general welfare of the Nation. 

To remedy this alleged situation, the association recommends an amendment 
to the act under which, in effect, (a) all profits contemplated in the original 
contract negotiations would remain inviolate and could not be considered ex- 
cessive, and (b) any additional profits realized on the contract would likewise 
be free from recapture unless the Board could demonstrate that such additional 
profits did not result from efficiency on the part of the contractor. 

The association proposal relates to all contracts and subcontracts under which 
the Government is entitled to share in any cost savings. These are stated to 
include, without being limited to, incentive, redeterminable, and cost-plus-fee 
contracts and subcontracts. For ease of discussion, the association argument 
and proposal will be considered chiefly in terms of their relation to incentive 
contracts, under which a large percentage of the procurement by the Depart- 
ment of Defense is currently accomplished. 

Thus, for the years 1950-54, 9 leading airframe manufacturers (see exhibit A) 
had renegotiable sales in excess of $13 billion, of which more than $8 billion, 
or 66.7 percent, were under incentive-type contracts. From 1951 through 1957 
more than $25 billion of total defense procurement actions took the form of 
incentive contracts. The historical record of the Department of Defense indi- 
eates a steadily increasing use of the incentive-type form of contracting. 

The effect of the association proposal would be to exempt from renegotiation 
by far the largest part of this vast amount of defense procurement. 


II, THE BOARD POSITION 


Obviously, such drastic action should not be taken unless the Congress is cun- 
vinced that it rests upon a sound and sufficient basis. In the opinion of the 
Renegotiation Board, the recommendation of the Aircraft Industries Association 
rests upon premises which are demonstrably false and are therefore unsound. 
It also introduces into the act defects of a serious nature. We recommend 
strongly against its adoption. 


Ill MAJOR FALLACIES UNDERLYING THE PROPOSED AMENDMENT 


(a) Adequacy of contracting techniques 

The basic premise of the association is, as it must be, that existing procure- 
ment techniques are sufficient to prevent excessive profits within the negotiated 
profit framework. The foremost authority on this subject is the Department 
of Defense itself. That Department disagrees with the association on this 
point and has expressed the directly opposite view to the Congress. Thus, the 
Secretary of Defense, in his letter dated March 12, 1958, to the Speaker of the 
House, recommending a 2-year extension of renegotiation through 1960, stated 
in part: 7 

“While we have achieved major improvements in our pricing policies and con- 
tracting techniques, it is nevertheless desirable that the renegotiation authority 
be extended in order to insure in certain areas that the United States gets what 
it needs for defense without paying excessive profits. In the changing tech- 
nology of the defense effort, new equipment becomes more complex and past 
production and cost experience is not necessarily satisfactory for forecasting 
and avoiding such profits. This factor has increased dramatically in importance 
with the new urgency which has centered on guided missile and supersonic 
aircraft programs. The problem is further complicated by the numerous changes 
and improvements which are necessarily introduced into production to achieve 
better performance, safety in flight, and producibility. Under such circwm- 
stances price redetermination and other pricing techniques cannot be con- 
sidered a complete solution. These arise principally in situations where the 
Government is unable to obtain the benefits accruing from extensive competition 
because of limited sources or proprietary situations. 

“Experience has proved that statutory renegotiation is an effective method 
of insuring against excessive profits, particularly where volume is abnormal. 
It has a salutary effect in contract pricing and has proved particularly ef- 
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fective in the subcontracting areas where maintenance of controls to pre- 
vent excessive profits is extremely difficult. In consideration of the very large 
percentage of dollars involved in the subcontracting, renegotiation is particu- 
larly desirable and necessary.” [Emphasis added. ] 

A similar statement was made by the Department of Defense in recom- 
mending the prior extension of the act through 1958. That statement is set 
forth at page 13 of the report submitted by the Joint Committee on Internal 
Revenue Taxation following its 1955-56 study of renegotiation, made at the 
direction of the Congress. 

In the same report, after describing various contract techniques employed 
to deal with contingencies “which could cause a reasonable procurement price 
to produce an unreasonable profit,” the committee said (pp. 16-17): 

“Potentially, the contracting officers have considerable means of dealing with 
cost uncertainties even in the cases of new and experimental products, major 
changes in design and specifications, and major changes in the scale of pro- 
curement. A difficulty arises, however, in trying to work all of this out on 
a contract-by-contract basis. 

“The most difficult problem in accounting for costs is the allocation to sepa- 
rate products of a cost incurred to turn out two or more products. For exam- 
ple, a firm buys a machine and trains a crew of operators to turn out a product 
for the Navy. The reasonable price, say $100, agreed to by the Navy must 
cover the training costs, and the depreciation and maintenance on the machine. 
For relatively little extra cost, say $30, the company may be able to turn out, 
at the same time, a product for the Army. How should the overhead now be 
divided to establish reasonable prices for the two products? Price redetermina- 
tion on a separate contract basis would involve almost endless disagreement 
over the proper cost allocation to each product. 

. + oY * © + * 


“It is apparent from this that renegotiation on the basis of the contractor's 
overall business is preferable to extensive repricing on each contract.” 

Perhaps the most graphic description of the differences between individual 
contract pricing and overall renegotiation is contained in the following state- 
ment, also quoted from the report of the joint committee (p. 13) : 

“If all prime contracts and subcontracts could be made at prices that were 
fair, not only in the light of the facts and circumstances then existing, but also 
in relation to all pertinent developments occurring later in the fiscal year of 
the contractor, principally additional production volume, and if all such present 
and future facts could be known by the procurement officer negotiating eact 
individual prime contract, and by each industry purchasing agent negotiating 
each individual subcontract, there would be no need or justification for rene- 
gotiation at any time. Since this is not possible, it follows that an individual 
price that has been soundly negotiated and is honestly believed to be fair and 
proper at the time of the negotiation may prove, in relation to subsequent de- 
velopments, to be unfair and improper in the sense that it yields excessive profits 
to the contractor. To the extent that renegotiation eliminates such excessive 
profits, it may be said to adjust the prices of the contractor to a level that is, 
once again, fair and proper in relation to all of the facts and circumstauves 
surrounding the procurement.” 

Thus, the basic position of the association, that pricing techniques may safely 
be relied upon in lieu of renegotiation, was carefully considered 2 years ago both 
by a joint committee of the Congress and by the Department of Defense, and was 
rejected on its merits. The reasons underlying that action are valid today and 
warrant a rejection of the suggestions made by the aircraft industry. The authori- 
tative Government position over the years has been, and is today, that even fair 
and well-negotiated individual contract prices, and notwithstanding the protec- 
tion of modern price adjustment techniques, cannot and do not prevent the accu- 
mulation of overall excessive profits. 


(b) Accuracy of cost estimates 


The basic premise of the association is unsound because it assumes that the 
cost estimates used in contract negotiations are always sound and realistic. This 
is notoriously untrue; and necessarily so, because such estimates must include 
forecasts of future costs as well as consideration of past costs. It goes without 
Saying that future costs cannot always be predicted accurately on the basis of past 
costs. In the evaluation of cost estimates, the Government negotiator is at a tre- 
mendous disadvantage in negotiating with the contractor. This bargaining in- 
equality and its consequences have been well stated in the subcommittee staff re- 
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port recently submitted to the House Committee on Appropriations (hearings 
before the Subcommittee on Department of Defense Appropriations, House of 
Representatives, 84th Cong., 2d sess., 22 (1957) ) : 

“The staff focused its contract review efforts in the area of cost-plus-fixed fee, 
fixed price incentive, and fixed price redetermination types of contract. There is 
no essential difference in the basic problems involved in these type contracts. 
All three are based on estimated targets. These estimates are developed and 
furnished by the prospective contractors, usually in the case of military items— 
on rather vague or often incomplete specifications. The major weakness in the 
system is the Government's inability to evaluate the estimate. 


“All estimates have contingencies. It is this area that is difficult for any 


Government negotiator to evaluate. If the negotiator had access to the contrac- 
tor’s working papers of estimates, some realistic evaluation could be made of 
the contractor’s figures. No issue, however, is ever made of this area, and the 
contractor has a tremendous advantage at the negotiating table. 

“The only area of continual evaluation is the profit area. The Government 
negotiator battles continuously to better his position in the profit area, but since 
he does not have access, other than indirectly, to the major cost factors of labor 
and engineering overhead on which the profit is based he is working in a vacuum 
of statistical ratios where slight errors of judgment or evaluation lead to sizable 
increases of profits to contractors. In the subcontracting area there appears to 
be even less control of cost.” [Italic supplied.] 

Nor should one lose sight of the fact that the contractor can exercise a large 
measure of control over the all-important firm target cost by its control (or lack 
of control) of costs during the period prior to the establishment of the firm target 
cost. With respect to this point, the staff report, previously identified, in speaking 
of incentive contracts, says (p. 27) : 

“The theory of this type of contract is good, but its effectiveness is very largely 
dependent upon the establishment of a reasonably accurate firm fixed target price 
at an early date. 

“Firm target prices should be based on actual cost experience. Unless such 
costs are carefully controlled during the period prior to the establishment of a 
firm target price the incentive might well be to increase cost rather than reduce 
cost.” 

Renegotiation is the only safeguard, under present law, against excessive 
profits resulting from targets based on costs not adequately controlled. 


(c) Is the present act obsolete? 


It is not true, as the association asserts, that “changed conditions have 
rendered the present act obsolete.” The President’s recommendation for the 
extension of renegotiation beyond 1958 results from the current expanded 
and intensified national defense program, characterized by changing technology 
and a new emphasis on guided missiles and supersonic aircraft, and handi- 
eapped by a lack of adequate cost and production experience to fortify contract- 
ing officers in their pricing decisions. As the President said in his special mes- 
sage recommending extension of the act through 1956: 

“Continuation of the renegotiation authority is necessary for several reasons. 
Because of the complex nature of modern military equipment, the lack of experi- 
ence in producing it, and the frequent necessity for alterations during the life 
of a contract, it is impossible for the Government to determine, when the pro- 
curement contract is made, what constitutes a fair price and for the supplier to 
forecast accurately his costs. Moreover, because of limited sources of supply 
in many cases, there are situations in which the Government is unable to obtain 
the price benefits that accrue from normal competition. 

“Furthermore, in the interest of broadening and strengthening the mobilization 
base, we have encouraged the extensive use of subcontracting. Because the 
United States has no direct contractual relations with the subcontractors, the 
only protection against unreasonable prices by them is through the process of 
renegotiation.” 

The fact that expenditures for defense “have now leveled out at 101% percent 
of the gross national product” as against 42 percent during World War II is 
cited by the association as a reason why the act is obsolete. The logic of this 
proposition is difficult to follow. If the size of the defense budget is to be the 
test, then surely the act is not obsolete. The President has indicated that “so 
long as defense expenditures represent more than one-half of the national 
budget,” the Renegotiation Act should be continued in force. The expenditure of 
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$40 billion annually for defense suggests now, as it has in the past, that the 
Government should maintain its safeguard against excessive profits. 

Insofar as the association bases its claim that the act is obsolete upon the fact 
that contracting techniques have improved, we have already demonstrated that 
such techniques have not been perfected to the point where they can prevent 
excessive profits. 


IV. DESCRIPTION OF INCENTIVE CONTRACT 


The effects of the proposed amendment cannot be properly appreciated without 
a clear understanding of the nature and operation of an incentive-type contract. 

In a typical contract of this type, a tentative target cost is established when 
the contract is first negotiated. The final target cost is negotiated at a later 
date, after a portion of the contract has been performed, and is based upon 
already incurred costs and estimated future costs. A target profit is also nego- 
tiated, representing the reward deemed reasonable for performance of the con- 
tract if the target cost turns out to be the actual cost. This is usually expressed 
as a percentage of the target cost. The target price is the sum of the target cost 
and the target profit, and this price is applied both retroactively and prospectively 
to all units delivered under the contract. If the final cost of performing the con- 
tract proves to be less than the estimated or target cost, the contractor and the 
Government share the “cost savings” on the basis of a previously negotiated 
formula, usually 20 percent to the contractor and 80 percent to the Government. 
Conversely, an overrun of the target cost reduces the contractor’s profit. The 
final price, like the target price, is applied to all deliveries. 


V. SOURCES OF EXCESSIVE PROFITS IN INCENTIVE CONTRACTS 


The incentive-type contract, as described in the Armed Services Procurement 
Regulation (section 3-403.4 (a) (1)), is “designed to provide in advance a eal- 
culable incentive to the contractor for efficiency in performance.” However, the 
contract incentive formula operates automatically whenever costs are less than 
estimated and without reference to the reason therefor. It is obvious, then, that 
for reasons wholly unrelated to the contractor’s efficiency the contract may yield 
greater profits than could reasonably have been foreseen. Such profits may be 
due to erroneous estimates of target costs; they may also arise from unantici- 
pated cost savings attributable to the impact of additional defense production 
volume, from lowered market prices of materials, or from other extrinsic causes. 

In a word, an incentive-type contract may yield excessive profits because of 
unexpected decreases in the past costs considered in setting the final target, or 
because of human errors in estimating the future costs which entered into that 
calculation. It is of the utmost importance to recognize that in either case the 
contractor has been allowed, at target time, some costs which he will never in 
fact incur under the contract, together with a profit thereon; and then, in the 
final reckoning, he receives a bonus under the incentive formula for not having 
incurred them. This is truly a windfall. It can hardly be claimed in such 
a case that the contractor’s efficiency (he might even be inefficient) has played 
any part in his enrichment. Surely the Government ought not to provide a rene- 
gotiation-free sanctuary for profits resulting from a decrease in costs that were 
overstated or overestimated in the first place. 

It must be recognized that just as the incentive profits in such a case may 
be excessive, the target profits may be excessive by force of the same circumstance. 
That is, if the target cost is higher than is warranted by the ultimate facts, the 
target profit based thereon will likewise be higher than warranted. In the 
final analysis, when excessive profits are found in incentive contracts, they are 
found because of circumstances that necessarily affect the contractor’s entire 
profit thereon. 

It is apparent, too, that when incentive profits arise from unanticipated cost 
savings attributable to extrinsic causes, or from erroneous target estimates, 
there is no efficiency of the contractor to be rewarded, and no incentive is im- 
paired by the elimination of any excessive profits resulting from such occur- 
rences. It is no answer that under the terms of the contract the Government 
gets 8O percent of such savings. If some part of the contractor's 20 percent is 
excessive, the 80 percent, unless paid to the Government under the conract, 
would merely be additional excessive profits similarly requiring elimination. 

Moreover, by making part of the profits from incentive contracts subject 
to renegotiation and part free from it, the proposed amendment would inject 
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a new and harmful factor into procurement. It would encourage contractors 
to exert pressure for higher and higher renegotiation-free target profits, and 
at the same time would weaken the incentive to reduce costs below target be- 
cause only the profits resulting from such reduction would be subject to the 
possibility of renegotiation. These undesirable consequences may be avoided 
by not splitting incentive profits into the artificial segments proposed by the 
association. 


VI. ABANDONMENT OF INDEPENDENT DEFENSE PROFITS REVIEW 


Most Government contracts for new weapons are negotiated. Such negotia- 
tion is not a unilateral operation. In the area of aircraft and missiles the pro- 
curing agencies cannot say “Here is the type of contract we desire to use. Take 
it or leave it.” Rather, with the premium on production, procurement agencies 
might be forced to accede to contractor’s demands that incentive contracts, sub- 
stantially renegotiation-free, be used to the exclusion of other types of contracts, 
even when some other type would be more appropriate to the particular pro- 
curement. 

By providing this ready contractual escape from renegotiation, the proposed 
amendment would amount to a surrender by the Congress of the power to decide 
what profits are to be subject to renegotiation review and possible recapture, and 
would lodge that authority in a multitude of contracting officers and the con- 
tractors with whom they deal. It is obviously unsound and unwise to delegate 
to those whose profits may be reviewed the power to decide whether or not their 
profits shall be reviewed. 

As for the contracting officers, it is well to remember that the power to grant 
exemptions has been zealously guarded by the Congress in the past. Certain 
mandatory exemptions are specified in the act itself. Other exemptions, within 
stated limits, may be granted by the Board. This authority may not be dele- 
gated by the Board (sec. 107 (d)). The sound policy behind this provision 
would be undermined, if not wholly destroyed, by an amendment that would 
enable the individual contracting officer, by giving the contractor an incentive- 
type contract, to give him virtually a complete exemption from renegotiation. 

In our view, it would be a mistake for the Congress to abandon the salutary 
safeguard of an independent review of defense profits on many billions of 
dollars of procurement at precisely the time when such review is most needed, 
and in the very area of procurement for which renegotiation has been continued 
to the present time. 


VII. DISCRIMINATORY EFFECTS OF PROPOSED AMENDMENT 


We consider the proposed amendment discriminatory because it would operate 
almost exclusively to the advantage of large prime contractors performing 
substantial long-term incentive contracts, an advantage which they would obtain 
for no other reason than the type of contractual instrument selected for the 
procurement from them. The large airframe manufacturers are typical of the 
contractors who would benefit from such an exemption; they might be, indeed, 
the chief beneficiaries. At the same time, however, the profits of subcontractors, 
which category includes many small-business concerns, would remain subject 
to renegotiation. Thus, the proposed amendment would provide favored treat- 
ment for a small group of prime contractors. 


VIII. ADMINISTRATIVE IMPRACTICABILITY OF PROPOSED AMENDMENT 


The proposed amendment limits the authority of the Board to determine 
excessive profits under the act to the amount by which the contractor's actual 
profits exceeded the originally contemplated profits (therein and herein called 
the “‘basic profits”), and it requires as a condition to such a determination that 
the Board demonstrate that such excess did not result from the contractor’s 
efficiency. This would place the burden of proof on the issue of efficiency 
squarely upon the Board. The amendment might thus be said to create a pre- 
sumption that any excess over basic profits results from the contractor’s 
efficiency. Such a presumption is not warranted by experience. It is also 
subject to substantial administrative objection. It would require the Board to 
call upon the contractor, the primary source of renegotiation information, to 
produce the evidence needed to rebut the presumption in his favor. Board 
efforts to overcome the natural reluctance of contractors to cooperate in such 
an endeavor could not be expected to be notably successful. In our view, the 
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purposes of the act would not be well served by putting the Board at so serious 
an administrative disadvantage. 


IX. AIRCRAFT INDUSTRY EARNINGS UNDER RENEGOTIATION 


(a) Experience in completed renegotiations to date 


The association charges that the Renegotiation Act hinders cost reduction 
efforts, impedes technological progress, and is being used as a broadsword 
against the airframe industry. Let us turn now to the actual experience of some 
of the leading airframe manufacturers to see whether these criticisms are valid. 
What do we find? 

We find an industry which, with vast Government assistance supplementing 
a comparatively small capital investment, has grown and prospered at an excep- 
tional pace as a direct result of heavy defense procurement. We find an 
industry which, at the end of the period under examination, was far stronger 
and healthier than ever before, in terms of size, capacity, and financial 
resources, notwithstanding that during the entire period its members paid 
income and excess-profits taxes, substantial dividends, adequate salaries and 
wages—and some renegotiation refunds. To contend that this industry has 
been seriously damaged by renegotiation is to fly in the face of the facts. Such 
a growth is utterly irreconcilable with depressed incentives. 

Attached hereto, as an appendix to this statement, is a series of statistical 
exhibits showing, for the years 1950-54, the effect of renegotiation refunds 
upon the earnings and net worth of each of nine leading airframe manufac- 
turers. These have been selected for study as the only leaders in the industry 
with respect to whom excessive profits have been determined for any fiscal 
year under the Renegotiation Act of 1951. It appears that the total sales (after 
renegotiation refunds) and profits (after taxes) of these companies during the 
5-year period were $14 billion and $407 billion, respectively. After giving 
effect to the payment of all taxes, dividends, net renegotiation refunds, and 
sales of capital stock in the amount of $19 million, net worth increased $239 
million an 81l-percent increase. Net renegotiation refunds reduced the $407 
million profits of the period by only $35 million. 

Of the dollar amount of available facilities of these contractors, the Gov- 
ernment furnished approximately 68 percent as at the close of 1954 fiscal 
periods. These contractors were able to increase their renegotiable sales from 
$792 million in 1950 to $4,134 million in 1954 after renegotiation, with an 
increase in contractor-owned net fixed assets of only $108 million. During the 
same period, Government-furnished facilities increased from $204 million to 
$619 million, an increase of $415 million. 

The total profits retained by all the companies for the 5-year period in 
question, before payment of dividends but after taxes and renegotiation, were 
$372 million, representing 181 percent of earned surplus at the beginning of 
1950 fiscal periods. To see what this means, consider the fact that the earned 
surplus of one of the companies (see exhibit B) at January 1, 1950 was $33 
million, and that during the succeeding 5 years it was able to transfer to 
earned surplus, before transfers to capital stock and payment of dividends 
and after adjustment for renegotiation, the sum of $80 million, representing an 
increase of 242 percent in earned surplus. 

The financial assistance provided by the Government was supplemented only 
to a minor extent by private financing. Thus, a company which in 1952 in- 
creased its sales from $337 million in the priod year to $729 million—after re- 
negotiation (see exhibit B) did so without private borrowing. In fact, its bank 
loans of $31 million outstanding at the beginning of 1952 were paid off in full 
during that year. Sales continued to increase thereafter to more than $900 
million in 1953 and over $1 billion in 1954 with no showing of private financing 
at balance-sheet dates. 

Working capital of the contractors was far from impaired by the impact of 
renegotiation. Thus, in 1 company, the aggregate effect of its 3 renego- 
tiation refunds was to reduce its working capital ratio from 1.49 to 1.44, a varia- 
tion of only 0.05. The working capital ratio of another company for 1953, its 
first refund year, was reduced as a result of renegotiation from 1.32 to 1.31, a 
variation of only 0.01. Similar minor effects on working capital were experienced 
by the other contractors. 

During the 5-year period from the beginning of 1950 to the end of 1954, the 
total backlog of orders on hand increased, for all companies in the aggregate, 
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from $1.6 billion to $9.4 billion. In general, the companies enjoyed a constant 
high backlog equivalent to more than 1 full year’s production. 

Three major members of the airframe industry are not included in the financial 
analyses attached hereto as exhibits A through J. Although the profits of these 
three companies for each year have been reviewed by the Renegotiation Board, 
the Board has determined that no excessive profits were realized. Financial 
studies of these companies, similar to those of the nine refund companies, are 
attached hereto as exhibits K through N. They show that these three companies 
have also prospered. 

Renegotiation has not been completed with most of these contractors for any 
period beyond their 1954 fiscal year. Nevertheless, from the figures already 
submitted for subsequent periods, it is evident that the contractors have con- 
tinued to enjoy comparable advantages and profits to the present time. 


(b) Current earnings 


The continuing financial health of the aircraft industry is vividly portrayed 
in an article entitled ‘(How Aviation Industry Fared in 1957,” appearing in the 
May 5, 1958, issue of the magazine, American Aviation. The article reads in 
part as follows: 

“Aircraft builders on the whole recorded a highly successful 1957, establishing 
new peaks in both sales and net earnings. Most companies surpassed 1956 
showings, which were excellent in themselves. 

+ ca * * * * * 


“The accompanying compilation of 19 leading aircraft builders places their 
aggregate 1957 sales at $10,676.5 million, up to 25.8 percent from $8,487 million for 
1956. Net income for the group amounted to $313.7 million for 1957, for an 
average profit margin of 2.94 percent and representing an increase of 11.3 percent 
over the $280.9 million reported for 1956. (Inclusion of Liquid Carbonic in 
General Dynamics’ 1957 figures, as well as of other nonaircraft properties of the 
holding company, tends to distort comparable industry results for both years 
slightly.) , 

“The First National City Bank compilation of 41 aircraft and parts companies 
shows 1957 net income of $374.3 million, a gain of 11 percent over the $337.2 mil- 
lion reported for the same group in 1956. The 1957 profit margin averaged 3 
percent down from the 3.4 percent averaged for 1956. 

“For 1957, the billion-dollar circle became a little crowded, with five companies 
having individual sales in excess of that amount. In 1956, only three companies 
qualified in this respect and then by narrow margins. Boeing led the group 
with billings of $1,596.5 million, followed closely by General Dynamics with 
$1,562.5 million in sales.” 

The same article states that “a number of the aircraft builders * * * have 
had to absorb heavy engineering and development costs in the immediate past” 
in developing commercial aircraft, such as the Douglas DC-—8, the Lockheed 
Electra, and the Boeing 707. But the significant fact is that the huge volume of 
defense-generated orders has enabled these companies to make such expenditures 
for their own benefit and still retain adequate profits. The story of the indus- 
try’s ability to build commercial business upon the foundation of defense business 
is set forth in some detail in the article as follows: 

“A number of the aircraft builders having major commercial transport pro- 
grams underway have had to absorb heavy engineering and development costs in 
the immediate past and will be required to contend with more of the same in the 
current year. 

“This is highlighted by the Douglas experience thus far. Experimental costs 
for the DC-8 development, by fiscal years (ended November 30) : 


$758, O75 : $19, 110, 929 
1, 021, 932 
314, 174 
4, 827, 678 


“In addition, $6,422,059, representing an inventory writedown on the DC-8 
program, was charged to manufacturing costs in fiscal 1957. 

“In the first quarter ended February 28, 1958, Douglas reported further write- 
offs of $16.8 million on the DC-8 development. On this basis, more than $107.8 
million has been expended on the DC-8 program thus far. 

“No indication is given as to additional expenses that may be entailed in the 
DC-8 program. In a recent statement, Douglas declared: * * * the company 
expects that earnings in its fiscal 1958 year will be substantially lower than were 
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reported in 1957, principally as a result of fewer scheduled deliveries of com- 
mercial airplanes and continuing heavy writeoffs on its DC-—8 jet transport pro- 
gram.’ 

“Lockheed is known to have very heavy engineering and development costs in 
its Electra program. The company has merely stated that such costs have 
been written off as incurred, without disclosing any dollar amounts. As of 
December 29, 1957, Lockheed reported inventories of work in progress on the 
Electra program at $47.3 million. This amount included production and tooling 
costs but not any engineering costs. 

“Pointing out the various uncertainties, the company notes: ‘* * * it is not 
presently determinable whether the costs to be allocated to 1958 deliveries 
will exceed their sales price.’ Of course, this excludes any additional engineer- 
ing charges involved in the Electra program. 

“Boeing, in its 707 jet transport development program, also has had to absorb 
heavy charges. The 1957 annual report reveals that $17 million had been 
wrritten off during the year, representing research, developmental and general 
and administrative expenses applicable to commercial programs. It may be 
presumed that the bulk of this money went into the 707, 720 and allied programs. 

“General Dynamics, through its Convair Division, is financing the heavy 
development incident to the 880 jet transport program. No figures are disclosed. 
This statement is made, however, in reference to the 880: “The costs of such 
work as well as other research and development work were charged to expense 
as incurred’.” 

Short of outright subsidy of commercial research and development efforts, 
the Government could hardly do more than it has done to promote a healthy 
airframe industry. Because of the peculiar characteristics of this industry, 
which is unique in the substantial assistance it receives in many forms from 
the Government, it may not appropriately be compared with any other segment 
of American industry in evaluating the reasonableness of return on sales or 
net worth. Considered by itself, however, on the basis of such standards of 
evaluation as are dictated by an informed business Judgment, the airframe 
industry, great and useful as it concededly is, must be counted as one whose 
incentives, far from being shattered or impaired by the Government, have been 
most successfully fostered by it. 


X. EXCESSIVE PROFITS DISTINGUISHED FROM INCENTIVE PROFITS 


It may sometimes happen that a determination of excessive profits by the 
Board either approximates or exceeds the amount of the contractor’s incentive 
profits. Apparently the association believes it useful, as a forensic expedient, 
to charge that in any such case the Board has taken away the entire amount 
of the contractor’s incentive profits. This is a snare and a delusion. Incentive 
profits as such are not eliminated. The Board does not, and indeed could not 
consistently with the act, isolate profits resulting from the operation of con- 
tract incentive provisions and consider such profits separately and apart from 
the target profits realized on such contracts. The Board’s determination is 
based upon an evaluation of the contractor’s entire profits under incentive 
contracts during the fiscal year, not just the profits realized under the incentive 
formula, and upon a review of profits from all other renegotiable business per- 
formed by the contractor under other types of contracts. Indeed, in more than 
one case, excessive profits realized under incentive-type contracts have been 
offset in the Board’s determination by deficient profits realized in other seg- 
ments of the contractor’s business. One must not be misled by any numerical 
similarity between incentive profits and excessive profits ; if it exists, it is purely 
coincidental. 


XI. THE PROPOSED AMENDMENT IS UNNECESSARY 


The proposal to exempt profits under incentive contracts, in part and possibly 
in full, rests largely upon the claim that the renegotiation statute gives insuffi- 
cient recognition to the effort and efficiency of contractors in producing savings 
under such contracts, and that, as a result, the administration of the act has 
impaired or tends to impair the production incentives contemplated in the 
contracting process. We have already shown that the latter part of this asser- 
tion is fallacious. The first part is equally untrue. 

By statute as well as by their own regulations, the renegotiation authorities 
have always been bound to reward efficiency. Renegotiation is entirely a judg- 
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ment operation. There is no formule or yardstick, nor is there any ceiling on 
allowable profits. Specific factors prescribed in the act are applied to the facts 
of the individual case; that is how the determination is made. From the begin- 
ning, efficiency has always been the first-named factor. Thus, the Renegotiation 
Act of 1943, which covered most of the World War II years, provided as follows: 

“In determining excessive profits there shall be taken into consideration the 
following fatcors : 

“(i)efficiency of contractor, with particular regard to attainment of quantity 
and quality production, reduction of costs and economy in the use of materials, , 
facilities, and manpower ;” 

The Renegotiation Act of 1948 invoked the same statutory factors, with the 
following additional instruction : 

“In any case in which the contract price of any such contract or subcontract 
was based upon estimated costs, then the Secretary of Defense shall determine 
the difference between such estimated costs and actual costs and shall, in elimi- 
nating excessive profits, take into consideration as an element the extent to 
which such difference is the result of the efficiency of the contractor or subcon- 
tractor.” 

The Renegotiation Act of 1951 goes even further to highlight the efficiency fac- 
tor and provide incentive to the contractor to reduce his costs and increase his 
productivity. It provides as follows: 

“In determining excessive profits, favorable recognition must be given to the 
efficiency of the contractor or subcontractor, with particular regard to attain- 
ment of quantity and quality production, reduction of costs, and economy in the 
use of materials, facilities, and manpower ; and in addition, there shall be taken 
into consideration the following factors:” (Here follows a recital of the other 
factors, substantially the same as in the 1948 act.) 

This principle has often been reiterated by the Board itself. For example, 
see the letter dated July 18, 1952, by the then Assistant Secretary of the Navy 
to the then Chairman of the Renegotiation Board, and the reply of the Chairman 
dated August 1, 1952 attached hereto as exhibits O and P, respectively. 

The regulations of the Board express the same philosophy. Thus, section 
1460.2 (b) states: 

“Separate consideration of certain types of contracts.—While renegotiation 
will be conducted with respect to the aggregate of the contractor’s renegotiable 
business for the fiscal year, separate consideration will be given to cost-plus-a- 
fixed-fee contracts and other cost-type contracts and to contracts, whether fixed 
price or cost-plus-a-fixed-fee, which contain incentive provisions or provide for 
escalation, redetermination, or other revision of the contract price during the life 
of the contract.” 
and section 1460.9 (b) states, in part: 

“Favorable recognition must be given to the contractor's efficiency in opera- 
tions, with particular attention to the following : 

7” * * ~ * * & 


“(3) Reduction of costs, for example, a decrease in costs per unit of produc- 
tion or per unit of sales as between fiscal years and as compared with other con- 
tractors producing the same or similar products when the operations are reason- 
ably comparable; a decrease in administrative, selling, or other general and con- 
trollable expenses ; a decrease in prices paid vendors for purchased materials and 
subcontracted items or units. 

“(4) Economy in the use of materials, facilities, and manpower ; for example, 
a decrease in quantity of materials used in relation to production and the number 
of employees in relation to production ; reduction of waste.” 7 

To the above section, by amendment published April 8, 1958, the Board added 
a new subparagraph (5) designed specifically to clarify its treatment of the 
statutory factor of efficiency in relation to incentive and price redeterminable 
contracts. The new provision reads as follows: 

“(5) Nature and objectives of incentive and price redeterminable contracts 
and subcontracts; with respect to such contracts or subcontracts, in which the 
contract prices are based upon estimated costs, the Board will take into con- 
sideration the extent to which any differences between such estimated costs 
and actual costs are the result of the efficiency of the contractor. To enable 
the Board to give such consideration, the contractor may, and if requested by 
the Board, shall furnish on an aggregate or unit basis (i) a breakdown of the 
estimated costs upon which the prices of such contracts or subcontracts were 
based, together with the amounts thereof applicable to the fiscal year under 
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review, and (ii) a corresponding breakdown of the costs actually incurred on 
such contracts or subcontracts or which the contractor estimates will actually 
be incurred thereon, together with the amounts thereof applicable to the fiscal 
year under review as reported in the standard form of contractor’s report or 
other financial data filed by the contractor with the Board with respect to the 
fiscal year under review; and the contractor shall also furnish an explanation, 
in such form and detail as may be appropriate, of the reasons for any variances 
between such breakdowns or between particular cost elements itemized therein, 
with particular reference to the extent to which such variances are attribuable to 
‘the performance of the contractor in the fiscal year under review or to other 
events occurring in such year. The Board will consider and give due regard 
to the views of the contracting agencies in connection with the foregoing. Inso- 
far as the efficiency of the contractor may be appraised by analysis of the cost 
elements set forth in such breakdowns, the Board will observe the following 
principles : 

“(a) The Board will consider separately those elements of cost which are 
wholly outside the control of the contractor and those which the contractor 
wholly or partly controls. 

“(b) The fact that the realized costs are less than the original estimates 
will not necessarily be construed to mean that the contractor has demonstrated 
efficiency, nor will realization of actual costs in excess of the original estimates 
necessarily be construed to mean that the contractor has been inefficient. 

“(c) If the original cost estimates included provision for any contingency 
which has not materialized and is no longer expected to occur, the contractor 
will be expected to submit information indicating whether the elimination of 
such contingency resulted from the efficiency of the contractor or whether the 
circumstances were such as substantially to eliminate the risk provided against 
in the original cost estimates.” 

In promulgating the foregoing amendment, the Board was motivated by a 
desire to aid both contractors and itself in the preparation and analysis of 
the basic cost information pertinent to an evaluation of contractor efficiency in 
performing incentive and price redeterminable contracts. Although similar 
information and data had often been received or obtained by the Board in prior 
cases, it was considered desirable to unify such practice and give it regulatory 
sanction. The Board is firmly of the opinion that with such cost information 
and data before it, coupled with all other facts of the contractor’s performance, 
it can continue to apply the statutory factor of efficiency in accordance with 
the expressed intent of the Congress and in proper relation to all the other 
factors prescribed in the act. As a corollary to this view, the Board sees 
no need whatsoever to relieve incentive profits as such, in whole or in part, 
from renegotiation. 

CONCLUSION 


On the basis of its considerable experience in the renegotiation of contractors 
who have performed under incentive contracts, and for the reasons expressed 
in the foregoing analysis, the Renegotiation Board is opposed to the proposed 
amendment of the Aircraft Industries Association. 
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Exhibit A 
Summary of 
Exhibits B Through J 






COMPOS ITE 












Nine Representative Airframe Companies 
Effect of Net Renegotiation Refunds on Total Earnings 
Period - Five (5) Years Ended 1954 Fiscals 







(000 Omitted) 
End of 1949 Fiscal; 


Net Worth 













Capital Stock $ 53,628 
Capita} Surplus 36,153 
Eerned Surplus 205,147 $ 294,926 






1950 through 1954: 


Sales of Capital Stock 18,707 












Earnings 406,613 
Less Net Reneg.Refunds S$ 34,938 (6.6) 
Cash Dividends 151,501 (37.3) 186,439 220,174 (54.1) 





End of 1954 Fiscal: 










Net Worth 
*Capital Stock 121,306 
*Capital Surplus 67, 767 


Earned Surplus 344,736 3 933 ,809 


*Changes occasioned by rearrangement 
of capital and/or: sales of stock 
as above 







Various eis 












Government Furnished Facilities $ 204,163 % 619,618 
% of Total Facilities Available 52.0 68.0 










Backlog - 1949 vs 1954 $ 1,564,105 $ 9,360,997 








Adjusted Productive Sales: Total Renegotiable 





















Year Ended 1950 $ 1,047,267 £ 792,305 
1951 1,467,346 1,364,681 
1952 2,995,452 2, 776,09» 
1953 4,373,777 4,161,102 
1954 4,375,899 _ 4,133,924 





$14 259,791 $13,268,910 


NOTE: Price Redetermination Adjustments have beep applied to Renegotiable 
Sales only. 






O/A - February 19, 1958 
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BOEING AIRPLANE COMPANY 


Effect of Net Renegotiation Refunds 


on Total Earnings 
Fiscal Years 1950 thru 1954 


(000 omitted) 


December 31, 1949: 
Net Worth 


Capital Stock 
Capital Surplus 
Earned Surplus 


1950 through 3954: 


Earnings 
less Net Refunds $ 9,504(10,4) 
Cash Dividends 26, 225(29,4) 


December 31, 1954: 
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Exhibit B 
$ 5,412 
8,142 
32, 756 $ 46,320 
$ 89,346 
35,729 $ 53,617(60,0) 


Net Worth 
*Capital Stock $ 69,000 
*Capital Surplus - 
Earned Surplus 39, 937 $_99,937 
*Changes occasioned by rearrangement of capital 
Government % of 
Furnished Total Avail, 
Facilities: 
vec, 31, 1949 $ 29,383 59,2 
1954 133,851 74,2 
Backlog: 
Dec, 31, 1949 $365, 805 
1954 $2,131,000 
Adjusted Productive Sales: Total Renegotiable 
Year ended pe a: I 
Dec, 31, 1950 $ 307,251 $ 275,789 
1951 337, 300 330, 303 
1952 729,010 707 , 686 
1953 910, 746 912,250 
1954 1, 023,176 1, 036,748 
£3,307, 483 $3,262,776 


NOTE: Price Redetermination adjustments have been applied to Renegotiable 


Sales only, 
0/A - February 12, 1958 
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DOUGLAS AIRCRAFT COMPANY, INC. Exhibit C 
Effect of Net Renegotiation Refund 
on Total Earnings 
Fiscal Years 1950 Thru 1954 
(000 Omitted) 
Nov. 30, 1949 
Net Worth 
Capital Stock $ 30,000 
Earned Surplus $43,2 
Subsequent Adjustments 2,054 45,884 {¢ 75,064 
195G Thru 1954 
Sales of Capital Stock 1,560 


Earnings 
Less Net Renea, Refunds 
Cash Dividends 
Nov, 30, 1954 


Net Worth 


$ 79,662 
$ 2,620 (3.5%) 


36.215 (45.5%) 39,035 


40,627 (51.0%) 





*Capital Stock $ 30,748 

*Capital Surplus 812 

Eerned Surplus 86,511 $ 118,071 

*Changes occasioned by Sales of 
Stock as above Government % of 

Furnished Total Avail. 

Facilities: 

Nov. 30, 1952 $ 61,044 % 
Nov. 30, 1954 126, 967 67% 

Backlog: | 
Nov, 30, 199 $ 275,000 | 
Nov. 30, 1954 2,035,000 

Adjusted Productive Sales Total Renegotiable | 
Year Ended Nov. 30, 1950 129,865 $ 95,245 | 
1951 225,173 161,459 | 
1952 522,619 449,269 | 
1953 668,515 763,646 | 

1954 909,217 749,768 

$2,655,389 $2,239,589 


NOTE : 
Sales only. 


0/A + February 19, 1958 


Price Redetermination Adjustments have been applied to Renegotiable 
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Exhibit D 
FAIRCHILD ENGINE AND AIRPLANE CORPORATION 
Effect of Net Renegotiation 
Refunds on Total E@rnings 
Fiscal Years 1950 thru 1954 
(000 omitted) 
December 31, 1949: 
| Net Worth 
| Capital Stock $ 6,228 
Capital Surplus 334 
Earned Surplus 9,700 $16,262 
1950 through 1954: 
Sales of Capital Stock 6,218 
Earnings $ 16,732 
less Net Refunds $ 565(3.4) 
Cash Dividends 7,681(45.9) 8,246 8, 486(S50,7) 
December 31, 1954: 
Net Worth 
*Capital Stock $ 6,806 
*Capital Surplus 5,974 
Earned Surplus 18, 186 $30, 966 
*Changes occasioned by sales of stock as above. 
Government % of Total 
Furnished Available 
Facilities: 
December 31, 1950 $ 10,462 70.8% 
December 31, 1954 37,271 67.0% 
Backlog: 
December 31, 1949 80, 100 
December 31, 1954 246,000 
Adjusted Productive Sales: TOTAL Renegotiable 
Year ended 
December 31, 1950 $ 59,854 $ 48,199 
1951 74,979 74,019 
1952 140, 643 151,104 
1953 168, 135 174, 188 
1954 140,428 139,355 


$ 504,059 $586,865 


NOTE: Price Redetermination adjustments have been applied to Renegotiable 
Sales only, 


Or OMe ase comting 
February 12, 1956 


29220 0O—58——12 
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Gi. UMMAN AIRCRAFT ENGINEERING CORPORATION Exnibit E 
Effect of Net Renegotiation /.efunds 
on Total Earnings 
Fiscal Years 1950 Thru 1954 


(000 Omitted) 


Dec, 31, 1949 


Net Worth 
Capital Stock $ 5,000 
Earned Surplus ¢ 22,016 
Subsequent Aqgjustments 1,061 23,097 $ 28,097 


1950 Thru_ 1954 


Earnings $ 35,316 
Net Kefunds © 3,909(11. 1%) 
Cash Dividends 21,000(59.4%) 24,909 $-10,407 (29.5%) 


Dec, 31, 1954 


Net Worth 
*Capital Stock $+10,000 
Earned Surplus 28,504 $3 30,504 


*Changes occasioned by rearrangement 
of capital. 





Governmer t % of 
Furnished Total Avail, 
Facilities: 
Dec. 31, 1951 S*"25063 2% 
Dec. 31, 1954 51,315 TI% 
Backlog: Total 
Dec. 31, 1949 £215,000 
Dec. 31, 1954 593 ,000 
Adjusted Productive Sales Total Renegotiable 
Year Ended Dec. 31, 1950 $ 94,956 ¢ 66,521 
1951 150,600 149,370 
1952 216,037 216,892 
1953 233,561 232,211 
1954 229,403 226,126 


£926,577 $891,120 


NOTE; Price Redetermination Aqjustments have been applied to itenegotiable 
Sales only. 


{ aa 
February 12, 1950 
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Exhibit F 
LOCKHEED AIRCRAFT CORPORATION 
Effect of Net Renegotiation Refunds 
on Total Earnings 
Fiscal Years 1950 thru 1954 
("54 renegotiation not yet completed) 
(000 omitted) 
December 31, 1949: 
Net Worth 
| Capital Stock $ 1,076 
) Capital Surplus 10, 644 
| Earned Surplus 34,767 $ 46,487 
1950 through 1954: 
Sales of Capital Stock 3,003 
Earnings $ 59,569 
less Net hefunds $ 1,276(2,1) 
Cash Dividends 20, 622(34,4) 21,898 38, 071(63,5) 
December 31, 1954: 
Net Worth 
*Capital Stock $ 2,826 
*Capital Surplus 25, 954 
Earned Surplus 58,781 $_87,561 
*Changes occasioned by rearrangement of capital 
except for sales of stock as above, 
Government % of Total 
| Furnished Available 
| Facilities: 
| December 31, 1949 $ 8,000 18.7% 
| December 31, 1954 95,705 60.0% 
) Backlog: 
December 31, 1949 229,746 
December 31, 1954 1,190,525 
| Adjusted Productive Sales: TOTAL Renegotiable 
| Year Ended 
December 31, 1950 $ 173,331 $ 116,406 
1951 237, 230 199,748 
1952 438,122 387, 883 
1953 614,467 756, 766 
1954 732,872 643,094 
$2,200,022 218.7 


| NOTE: Price Redetermination adjustments have been applied to Renegotiable 
) Sales only, 


(4°: :0OAMe neeunties 
February 12, 1958 
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xhibit 6 
THE MARTIN COMPANY 
Effect of Net Renegotiation Refunds 
on Total Earnings 
Fiscal Years 1950 thru 1954 
(000 omitted) 
December 31, 1949: 
Net Worth 
Capital Stock $ 1,134 
Capital Surplus 12,363 
Earned Surplus 6,117 $ 19,614 
1950 through 1954: 
Sales of Capital Stock 7,879 
Earnings $ 21,905 
less Net Refunds $ 8,288(37,8) 
Cash Dividends 2,321(10,6) 10,609 11,296(51,6) 
December 31, 1954: 
Net Worth 
*Capital Stock $ 2,553 
$Capital Surplus 23,520 
Earned Surplus 12,716 $ 38,789 
*Changes occasioned by rearrangement of capital 
except for sales of stock as above, 
Government % of Total 
Furnished Available 
Facilities: 
December 31, 1952 $ 15,978 45,2% 
December 31, 1954 37,918 66.67 | 
Backlog: | 
December 31, 1949 71,655 | 
December 31, 1954 600, 000 i 
a Productive Sales: TOTAL senegotiable A 
ear ended | 
December 31, 1950 $ 40,132 $ 13,150 i 
1951 68,481 59,885 | 
1952 143,999 101,549 
1953 204 , 507 227, 363 ) 
1954 264 230 231, 632 
$ 721,349 $ 633,570 
NOTE: Price Redetermination adjustments have been applied to Renegotiable N 
Sales only, | - 
; 
1) / rer a 


Fepruary 12, 1956 F, 
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Exhibit H 
. ide DONNELL AIRCRAFT CORPORATICN 
| Effect of Net Renegotiation Refunds 
i on Total Earnings 
Fiscal Years 1950 thru 1954 
| (000 omitted) 
| Sune 30, 1949 
| Net Worth 
| Capital Stock $ 338 
i Capital Surplus 1,416 
) Earned Surplus 4,090 $ 5,644 
| 1950 through 1954: 
Sales of Capital Stock 47 
Earnings: $ 15,8338 
less Net fhefunds $ 694(4,4) 
Cash Dividends 3,104(19,6) 3,798 12, 040(76 ,0) 
June 30, 1954: 
Net Worth 
*Capital Stock $ 3,600 
?Capital Surplus - 
Earned Surplus 14,331 $_17,931 
‘Changes occasioned by rearrangement of capital 
except for sales of stock as above, 
Government % of Total 
Furnished Available 
Facilities: 
June 30, 1950 $ 6,000 29,.% 
Uap 30, 1954 23, 732 54.% 
Backlog: 
June 30, 1949 61,896 
441,372 
Adjusted Productive Sales: TOTAL Renegotiable 
Year Ended 
June 30, 1950 $1, 141,153 $ %,380 
1951 65, 467 90, 103 
1952 80, 546 80,546 
1953 133, 327 133, 327 
123,092 122,935 
$__ 443,535 $ 461,291 
NOTE: Price Redetermination adjustments have been applied to Renegotiable 
Sales only, 


AS Aster tiss, 


baro3@ 
February 12, 1958 
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NORTH AMERICAN AVIATION, INC. Exhibit I 
Effect of Net Renegotiation F.efunds 
Fiscal Years 1950 Thru 1954 


(000 Omitted) 
September 30, 1949; 
Net Worth 
Capital Stock $ 3,435 
Capital Surplus 3,110 
Earned Surplus 41,448 $ 47,993 
1950 Through 1954: 
Earnings $ 57,262 
Less Net Refunds (11,9) £ 6,005 
Cash Dividends (48,0) _27,480 34,285 22 
(40,1) 
September 30, 19543 
Net Worth 
Capital Stock $ 3,435 
Capital Surplus 3,110 
Earned Surplus 64,445 70,990 
Government % of 
Furnished Total Avail. 
Facilities: 
Sept. 30, 1949 N. A, 
1954 $ 192,086 75.0% 
Backlog: 
Sept. 30, 1949 $ 226,000 
194 1,174,000 
Adjugted Productive Sates: Total Renegotiable 
Year Ended 
Sept, 30, 1950 $ 143,082 $ 684,418 
1951 177,675 163,614 
1952 315,271 269,515 
1953 626, 688 597,511 
1954 631,82} 630,975 
$1,896 407 $1,765,133 
NOTE: Price Redetermination Adjustments have been applied to Cenegotiable 
Seles only. 


O/A February 12, 1958 
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(000 Omitted) 


Dec. 31, 1949 


Net Worth 
Capital Stock 
Capital Surplus 
Earned Surplus 


1950 Thru _1954 


Earnings 
Less Net Refunds 


REPUBLIC AVIATION CORPORATION 
Effect of Net Renegotiation Refunds 


Cash Dividends 


Dec, 31, 1954 


New Wor th 
*Capital Stock 
*Capital Surplus 
Eerned Surplus 


on Total Earnings 
Fiscal Years 1950 Thru 1954 


¢ 1,005 
144 


7,278 


30, 563 
$1,077 (3.5%) 
6,953 (22. 4%) 7.939 


1,336 
6,397 


21,325 


*Changes occasioned by rearrangement of capital. 


Facilities: 


Dec, 31, 1951 
Dec. 31, 1954 


Backloas: 


a 


Dec, 31, 1949 
Dec, 31, 1954 


Adjusted Productive Sales 


Year Ended Dec. 31, 


1550 
1951 
1952 
1953 
1954 


Government 
Furnished 


153 
10,753 


<% 


¢ 36,963 
959, 000 


TOTAL 


57,713 
130,441 
407 ,235 
411,811 


321,660 


£1,326 ,860 


<o 


Exhibit J 


* 


8,427 


22,633 (74.1%) 


¢ -31,060_ 


% of 


Total Avail, 


Renecotiable 


¢ $8,197 
136,180 
392,463 
383 , 638 


354,191 


$ 
£1,324, 669 


NOTE: Price Redetermination Adjustments have been applied to Senegotiable 


Sales only. 


0/A 
February 12, 1958 
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Exhibit K 


Summary of Exhibits 
L Thru N 
COMPOSITE 


Three Representative Airframe Companies 
None of Which were Required to Pay Refunds 
Period = Five (5) Years Ended 1954 Fiscals 


(000 Omi tted) 
End of 1949 Fiscal: 
Net Worth 
Capital Stock $ 3,206 
Capital Surplus 25,226 
Earned Surplus 21,201 
Plus Subsequent Adjustments 1,486 > »si,119 


1950 Through 1954: 
Sales and Exchanges of Capital Stock 11,537 


Earnings 72,955 
Less Cash and Spin Off Dividends 30,473 (41.8) 42,482 (56.2) 


End of 1954 Fiscal: 


Net Worth 
*Capital Syock 5,701 
“Capital Surplus 36,036 
Earned Surplus 63,401 $105,138 


*Changes occasioned by rearrangement 
of capital and by sales and exchanges 
of stock as above 


Various:.;. ; 1954 
Government Furnished Facilities 5 96,699 g 171,493 
% of Total Facilities Available 67.5 74.7 
Backlog - 1949 vs 1954 $ 309,000 $1,097,723 
Adjusted Productive Sales: TOTAL reneyotiable 
Year Ended 1950 $ 335,900 $ 243,602 
1951 493,514 462,796 
1952 703,621 670, 162 
1953 696,551 619,753 
1954 513,631 469, 936 


$2,743,597 $2,466,254 


NOTE: Price Redetermination adjustments, if any, have been 
applied to renegotiable business only. 


O0/A - February 21, 1958 
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Exhibit L 
BELL AIRCRAFT CORPORATION 
Summary of Changes in Net Worth 
Fiscal Years 1950 thru 1954 
| (000 omitted) 
: 
| End of 1949 Fiscal: 
) Net Worth 
| Capital Stock $ 436 
) Capital Surplus 4,940 
Earned Surplus $ 10,754 
| Add: Subsequent adjustments 1,486 12,240 $ 17,616 
1950 through 1954: 
Sales and Exchange of Capital Stock 8,543 
Earnings: 16,309 
less Cash Dividends 8,070(49,5) 6,239(50,5) 
| End of 1954 Fiscal: 
Net Worth 
*Capital Stock 2,591 
*Capital Surplus 11,328 
Earned Surplus 20,479 $ 34,398 
“Changes occasioned by rearrangement of capital 
and sales and exchange of stock as above 
1952 1954 
Government furnished facilities $22,144 $ 28,889 
% of Total facilities available 56,7 55.2 
Backlog - 1949 vs 1954 $32,000 $295,723 
Adjusted Productive Sales: TOTAL Renegotiable 
ear Ended : 
1950 $ 36,223 $ 22,449 
1951 1,994 75,308 
1952 128, 552 115,712 
1953 145, 967 134 , 504 
1954 185,646 166 , 502 
| $578 , 362 $ 514,475 
—= 


NOTE; Price Redetermination adjustments, if any, 
| have been applied to Renegotiable Sales only. 


0/A ~ February 21, 1958 
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Exhibit M 
CCNSOLIDATED VULTEE AIRCRAFE£ CORPORATION 
Summarv of Changes in Net Worth 
Fiscal Years 1950. Thru (S:Mos!) 1954(a) 
(000 Omitted) 
End of 1949 Fiscal: 
Net Worth 
Capital Stock $ 2,320 
Capital Surplus 18,896 
Earned Surplus 9,463 $ 30,661 
1950 Through 1954: 
Sales of Capital Stock © 985 
Earnings $ 43,606 


Less Cash and Spin. Off Dividerds 20,529 (46.9) 23,277 (53.1) 


End of 1954 Fiscal: 





Net Worth 
*Capital Stock $ 2,380 
*Capital Surplus 19,753 
Earned Surplus 32,740 $ 54,873 | 
ee ———————_———_ 
*Changes occasioned by sales of | 
stock as above 
Nov, 30, 1951 Apr 1954 
Government Furnished Facilities $ 62,904 $ 120,379 
% of Total Facilities Available 73.6 62.1 
Backlog - 1949 vs 1954 $207,000 $1,000,000 | 
Adjusted Productive Sales: TOTAL Ren abl | 
Year Ended Nov. 30, 1950 $255,601 $ 185,185 
1951 322, 15d 318,927 
1952 390, 598 370,926 | 
1953 370,703 306, 287 | 
(5 Mos, to 4/30) 1954 164,753 140,294 | 


1,504,413 $1,321,619 


NOTE: Price Redetermination Adjustments, if any, ave beer applied 
to renegotiable sales only. 


(a) The affairs of this contractor were merged with those of General 
Dynamics Corporation as of April 30, 1954, 


0/A - February 21, 1956 
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| Exhibit N 
) NORTHROP AIRCRAFT INC, 
. Suumary of Changes in Net Worth 
) Fiscal Years 1950 thru 1954 
| (000 omitted) 
| End of 1949 Fiscal: 
Net Worth 
) Capital Stock $ 450 
) Capital Surplus 1,388 
) Earned Surplus 984 $ 2,822 
1950 thru 1954; 
| Sales and Exchange of Capital Stock 2,079 
Earnings $ 12,840 
less Cash Dividends 1,874(14.6) 10,966(85,4) 
End of 1954 Fiscal: 
Net Worth 
Capital Stock 730 
*Capital Surplus 4,955 
Earned Surplus $ 10,182 $ 15,867 
*Changes occasioned by rearrangement of capital and 
seles and exchange of stock as above 
1952 1954 
Government furnished facilities $ 11,051 $ 22,335 
% of Total facilities available 62,0 73,0 
Backlog = 1949 vs 1954 $ 70,000 $512,000 
Adjusted Productive Sales: TOTAL Renogotiable 
ear Ended 
1950 $ 43,876 $ 35,968 
1951 89,742 88, 561 
1952 184,071 183,524 
1953 179, 881 178,967 


1954 


NOTE:. Price Redetermination adjustments, if any, 
| have been applied to Renegotiable Sales only, 


A/O - February 21, 1958 
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Exurpsit O 


DEPARTMENT OF THE Navy, 
OFFICE OF THE SECRETARY, 
Washington, July 18, 1952. 





Hon. JoHn T. KoEHuLER, 
Chairman, the Renegotiation Board, 
Washington, D.C. 


DeAR Mr. Koew Ler: For a number of years the Navy has been using the fixed- 
price incentive type contract in airframe procurement, and because of its suc- 
cessful use in that field is now expanding its use to other areas when conditions 
justify. There is, however, a reluctance on the part of contractors to accept this 
type of contract because of the unknown policy of the Renegotiation Board in 
dealing with incentive profits earned thereunder. They are concerned, and 
rightly so, that they will not be permitted to retain the higher ratios and addi- 
tional dollars of profit earned through incentive effort. 

It is difficult, if not impossible, to effect an equitable division between Govern- 
ment and contractor of cost savings realized through incentive efforts except 
through the use of the fixed-price incentive type contract with a predetermined 
formula for such a division. A maximum price contract theoretically provides 
an incentive for the contractor to reduce costs since the negotiator, at the time 
of the redetermination, may recognize economies in the cost of performance and, 
accordingly, allow a greater sum or ratio of profit. Contractors feel, however, 
that by reducing the base against which profits are measured at the redetermina- 
tion point (costs) the overall profit may be reduced, and as a result, the incentive 
to reduce costs is minimized. A firm fixed-price contract has ample incentive 
for the contractor to reduce costs and thereby increase its profits by the same 
amount. Such cost reductions, however, do not result in any savings of cost to 
the Government. 

An essential condition to the use of a fixed-price incentive type contract is that | 
a realistic estimate of the cost of performance of the contract can be made. To 
this amount is added a reasonable allowance for profit, which total becomes the ! 
target price. A maximum amount which the final contract price cannot exceed 
is also established. 

If the final costs are less than the estimated costs, the contractor and the 
Government share in those savings. If the final costs exceed the estimated costs, 
the contractor’s profit is reduced but, as stated above, in no event can the 
maximum contract amount be exceeded. Thus, it will be seen, the fixed-price 
incentive type contract (1) provides an incentive to the contractor to reduce costs 
by permitting him to earn a larger profit and (2) permits the Government to 
share in the savings in costs. Moreover, there is the overall economic benefit— 
the anti-inflationary effect of the reduced consumption of labor and/or materials. 

It is the opinion of the Navy Department that incentive type contracts should 
be given special consideration in renegotiation and that such special consideration : | 
should include an analysis of the reasonableness of the target, the amount of ! 
incentive contracts held in comparison to total Government contracts, the con- ‘ 





: 
tractor’s demonstrated efficiency, and other pertinent factors, to the end that : ( 
incentive profits, actually earned on a predetermined ratio of allocation of savings / i 
in costs, will not be later recaptured. f 

In the absence of any indicated or stated policy of the Renegotiation Board, U 
the Navy Department is handicapped in promoting the use of this type of con- V 
tract. It will be appreciated, therefore, if we can be informed at an early date 0 
as to the Board’s policy in this matter. t] 

Sincerely yours, n 
H. R. ASKINS. | re 
ce 
Exuipit P 
THE RENEGOTIATION Boarp, 
Washington, D.C., August 1, 1952. aC 
Hon. H. R. ASKINs, oe 
Assistant Secretary of the Navy, 5 
Washington, D.C. ) 

Deak Mr. ASKINS: The Renegotiation Board has given careful consideration COs 

to your letter of July 18, 1952, in which you refer to the fact that the Navy has Th 


been using the fixed-price incentive type contract in airframe procurement suc- In¢ 
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cessfully for a number of years and is now expanding its use to other areas. You 
say there is, however, a reluctance on the part of contractors to accept this type 
of contract because of the unknown policy of the Renegotiation Board in dealing 
with incentive profits earned thereunder. You say they are concerned, and rightly 
so, that they will not be permitted to retain the higher ratios and additional 
dollars of profit earned through incentive effort. 

In section 1460.2 (b) of the Renegotiation Board regulations under the Rene- 
gotiation Act of 1951, this Board has stated that— 

“While renegotiation will be conducted with respect to the aggregate of the 
contractor’s renegotiable business for the fiscal year, separate consideration 
will be given to cost-plus-a-fixed-fee contracts and other cost-type contracts and 
to contracts, Whether fixed price or cost-plus-a-fixed-fee, which contain incentive 
provisons or provide for escalation, redetermination, or other revision of the con- 
tract price during the life of the contract.” 

In section 1457.5 (a) of the same regulations, this Board has said: 

“Certain contracts contain incentive provisions or provide for escalation, rede- 
termination, or other revision of the contract price during the life of the con- 
tract. These contracts are subject to renegotiation unless otherwise exempted, 
but their provisions necessitate special treatment.” 

The Renegotiation Board believes that these provisions are sufficient to 
assure that in renegotiation of incentive-type contracts the application of each 
of the statutory factors under the Renegotiation Act to the contractor’s per- 
formance under such contracts will be made with due regard to the intentions of 
the procurement officers in making the contracts and to the peculiar char- 
acteristics of the contracts themselves. For example, if a contractor, through 
exceptional efficiency, has reduced his costs below those estimated in making 
the contract, to the advantage both of himself and of the Government, the resulting 
profits, or a sufficient portion thereof to afford continued incentive, would be 
permitted to remain in the contractor’s possession after renegotiation. Section 
1460.9 (b) of the regulations under the 1951 act reads in part as follows: 

“Favorable recognition must be given to the contractor’s efficiency in opera- 
tions, with particular attention to the following: * * * 3. Reductions of costs; 
for example, a decrease in costs per unit of production or per unit of sales as 
between fiscal years and as compared with other contractors producing the same 
or similar products when the operations are reasonably comparable; * * *.” 

This Board will ever execute its responsibility under the act of 1951 in such 
a manner as to enhance and not to dissipate the principal advantage of renegotia- 
tion over other profit-limitation devices, namely, that if properly administered 
it can afford additional incentives to economy and efficiency instead of removing 
incentives. The purposes of renegotiation and of the incentive type contract 
are entirely in harmony, and there is no need to fear that the practices or policies 
of this Board will in any way tend to frustrate the policies of the Navy Depart- 
ment in furthering the use of fixed-price incentive type contracts. This result 
probably would ensue if operations under such contracts were indiscriminately 
lumped together with operations under contracts of other types, but we believe 
our regulations are sufficient to remove any possibility that this will happen. 
Of course, we cannot guarantee that contractors will always be allowed to retain 
all the profit derived from contracts of this type. Only by exempting them 
from renegotiation could this Board accomplish such a result, and we do not 
understand that you request exemption. This Board has initiated discussions 
with the Munitions Board and the service departments, on the whole problem 
of reconciling redetermination contracting with renegotiation, and it is suggested 
that these discussions would be the proper forum to consider any instances you 
may wish to bring up, which might in any way exemplify any tendency of 
renegotiation to frustrate the procurement policy of your Department, or of the 
converse. 

Sincerely yours, 
JOHN T. KoEHLER, Chairman. 

Mr. CocersHaui. In connection with the incentive contracts, the 
accuracy of cost estimates, on page 9 of the statement—I believe you 
gentleman all have copies: 

The basic premise of the association is unsound because it assumes that the 
cost estimates used in contract negotiations are always sound and realistic. 


This is notoriously untrue and necessarily so, because such estimates must 
include forecasts of future costs as well as consideration of past costs. It goes 
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without saying that future costs cannot always be predicted accurately on the 
basis of past costs. 


We are sufficiently close to the Defense Department to be able to 
make that statement categorically and from what we have seen in 
renegotiation. 

Next I turn to page 16: 


Sources of excessive profits in incentive contracts : The incentive type contract 
as described in the Armed Services Porcurement Regulations, is “designed to 
provide in advance a calculable incentive to the contractor for efficiency in 
performances.” However, the contract incentive formula operates automatically 
whenever costs are less than estimated and without reference to the reason 
therefor. It is obvious, then, that for reasons wholly unrelated to the con- 
tractor’s efficiency the contract may yield greater profits than could reasonably 
have been foreseen. Such profits may be due to erroneous estimates of target 
costs; they may also arise from unanticipated cost savings attributable to the 
impact of additional defense production volume, from lowered market prices of 
materials, or from other extrinsic causes. 

In a word, an incentive-type contract may yield excessive profits because of 
unexpected decreases in the past costs considered in setting the final target or 
because of human errors in estimating the future costs which entered into that 
calculation. It is of the utmost importance to recognize that in either case the 
contractor has been allowed, at target time, some costs which he will never in 
fac incur under the contract, together with the profit thereon, and then in the 
final reckoning he receives a bonus under the incentive formula for not having 
incurred them. This is truly a windfall. It can hardly be claimed in such a 
case that the contractors’ efficiency, he might even be inefficient, has played any 
part in his enrichment. 

Surely the Government ought not to provide a renegotiation free sanctuary for 
profits resulting from a decrease in costs that were overstated or overestimated 
in the first place. 

It must be recognized that just as the incentive profits in such a case may be 
excessive, the target profits may be excessive by force of the same circumstance; 
that is, if the target cost is higher than is warranted by the ultimate facts, the 
target profit based thereon will likewise be higher than warranted. In the final 
analysis, when excessive profits are found in incentive contracts, they are found 
because of circumstances that necessarily affect the contractor’s entire profit 
thereon. 

It is apparent, too, that when incentive profits arise from unanticipated cost 
Savings attributable to extrinsic causes, or from erroneous target estimates, 
there is no efficiency of the contractor to be rewarded, and no incentive is im- 
paired by the elimination of any excessive profits resulting from such occur- 
rences. It is no answer that under the terms of the contract the Government 
gets 80 percent of such savings. If some parts of the contractor’s 20 percent is 
excessive, the 80 percent, unless paid to the Goverment under the contract, 
would merely be additional excessive profits similarly requiring elimination. 

Moreover, by making part of the profits from incentive contracts subject to 
renegotiation and part free from it, the proposed amendment would inject a 
new and harmful factor into procurement. It would encourage contractors to 
exert pressure for higher and higher renegotiation-free target profits, and at 
the same time would weaken the incentive to reduce costs below target because 
only the profits resulting from such reduction would be subject to the possi- 
bility of renegotiation. 

These undesirable consequences may be avoided by not splitting incentive 
profits into the artificial segments proposed by the association. 


Now may I skip, gentlemen, with your patience, to page 32. 


Excessive profits distinguished from incentive profits. It may sometimes 
happen that a determination of excessive profits by the Board either approximates 
or exceeds the amount of the contractor’s incentive profits. Apparently the 
association believes it useful, as a forensic expedient, to charge that in any such 
case the Board has taken away the entire amount of the contractor’s incentive 
profits. 


’ 
: 
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The Cuarrman. Mr. Coggeshall, you have consumed 15 minutes. 
If you desire to do so, you may further extend your remarks at this 
point. 

(The document referred to follows :) 


EXTENSION OF REMARKS OF MR. COGGESHALL 


I shall extend my remarks only to the extent of completing my quotation from 
page 32 of my prepared statement on this subject. 

“* * * This is a snare and a delusion. Incentive profits as such are not elimi- 
nated. The Board does not, and indeed could not consistently with the act, 
isolate profits resulting from the operation of contract incentive provisions and 
consider such profits separately and apart from the target profits realized on 
such contracts. The Board’s determination is based upon an evaluation of the 
contractor’s entire profits under incentive contracts during the fiscal year, not 
just the profits realized under the incentive formula, and upon a review of profits 
from all other renegotiable business performed by the contractor under other 
types of contracts. Indeed, in more than one case, excessive profits realized 
under incentive-type contracts have been offset in the Board’s determination by 
deficient profits realized in other segments of the contractor’s business. One 
must not be misled by any numerical similarity between incentive profits and 
excessive profits ; if it exists, it is purely coincidental.” 

The Cuairman. Mr. Simpson will inquire. 

Mr. Simpson. I really thought that you wanted the additional time, 
sir, to answer the most alarming statement that I have heard here 
today, namely, that renegotiation is jeopardizing our national defense. 
I have not heard you say anything on that. I hope you will, because 
the charge is made that manipulations have jeopardized or are jeopard- 
izing the airplane industry in our country in such a way that the 
national security is involved. 

If that even tends to be the fact, this committee would be very foolish 
to extend renegotiation, 

Mr. Coggrsuaun. I agree with you, sir. 

The Cuarrman. On that point, I believe it would be helpful for the 
committee to get such information as it can in addition to the statement 
made by Mr. Dechert this morning, from the Defense Department, 
with respect to this point. 

Like you, I am very much disturbed over the statement that has 
been made as to the pessibilities for it to happen. I am sure all of us 
would be equally disturbed. 

Mr. Curtis. Mr. Chairman? 

The CHatrmMan. Mr. Simpson has the floor. 

Mr. Curtis. Would the gentleman yield on this point? 

Mr. Simpson. Yes. 

Mr. Curtis. Mr. Chairman, I wonder if we could have the staff go 
into one other aspect. The point I was trying to get is the question 
of the problem that faces the airplane industry on financing. There 
we could get some understanding. 

The Cuarrman. The industry itself will submit such figures as 
would be of assistance to us, and I am sure they will be glad to do that. 

Mr. Stupson. I assume, Mr. Chairman, that one of the areas in 
Which the national security would be jeopardized within the meaning 
of the witness involved this question of financing and providing the 
plants. But I did get the impressicn that it was the arbitrariness 
of the Board, in part, the unreasonableness of the Board, in part, the 
combination of those things, in renegotiation of the companies down 
that they had so little left by way of profit that they have not been 
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able to do the research work, make the expansions of plant to do those 
things that would permit the national security to be more adequately 
provided for. I think that the Board can reply on that point if they 
see fit. 

Mr. CoecesHat. May I, sir? 

The CHarrman. Yes. 

Mr. CoecrsHa.. I was just coming to that section. I don’t think 
it would take more than 10 minutes. 

The CxarrmMan. You may answer any question Mr. Simpson asks. 

Mr. CoccesHa.i. “Aircraft industry earnings under renegotiation,” 
section 9 of our paper, commencing on page 23: 


The association charges that the Renegotiation Act hinders cost-production 
efforts, impedes technological progress, and is being used as a broad sword against 
the airframe industry. Let us turn now to the actual experience of some of 
the leading airframe manufacturers to see whether these criticisms are valid. 
What do we find? 

We find an industry which, with vast Government assistance supplementing 
a comparatively small capital investment, has grown and prospered at an excep- 
tional pace as a direct result of heavy defense procurement. We find an 
industry which, at the end of the period under examination— 


through the end of the year 1954— 


was far stronger and healthier than ever before, in terms of size, capacity, and 
financial resources, notwithstanding that during the entire period its members 
paid income and excess-profits taxes, substantial dividends, adequate salaries 
and wages—and some renegotiation refunds. To contend that this industry has 
been seriously damaged by renegotiation is to fly in the face of the facts. Such 
a growth is utterly irreconcilable with depressed incentives. 

Attached hereto as an appendix to this statement, is a series of statistical 
exhibits showing, for the years 1950—54, the effect of renegotiation refunds upon 
the earnings and net worth of each of nine leading airframe manufacturers. 
These have been selected for study as the only leaders in the industry with 
respect to whom excessive profits have been determined for any fiscal year 
under the Renegotiation Act of 1951. It appears that the total sales, after 
renegotiation refunds, and profits, after taxes, of these companies during the 
5-year period were $14 billion of sales and $407 million of profits, respectively. 
After giving effect to the payment of all taxes, dividends, net renegotiation 
refunds, and sales of capital stock in the amount of $19 million, net worth 
increased $239 million, an 81 percent increase. 

Net renegotiation refunds reduces the $407 million profits of the period by 
only $35 million. 

Of the dollar amount of available facilities of these contractors, the Govern- 
ment furnished approximately 68 percent as at the close of 1954 fiscal periods. 
These contractors were able to increase their renegotiable sales from $792 
million in 1950 to $4,134 million in 1954 after renegotiation, with an increase 
in contractor-owned net fixed assets of only $103 million. During the same 
period, Government furnished facilities increased from $204 million to $619 
million, an increase of $415 million. 

The total profits retained by all the companies for the 5-year period in 
question, before payment of dividends but after taxes, and renegotiation, were 
$372 million, representing 181 percent of earned surplus at the beginning of 
1950 fiscal periods. 

Mr. Stweson. How much was that ? 

Mr. CocGEsHa.u. 181 percent. 

Mr. Stmpson. Of what ? 

Mr. Coecesuaty. Of the surplus at the beginning of 1950 fiscal 
periods. In 5 years the earned surplus went up 181 percent for these 
9) companies. 

Mr. Mason. May I ask what percentage of the sales? You said 
$14 billion in sales during that period and a profit of $320 million. 
That figures out to less than 3 percent. 
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Mr. CoccrsHati. That is after taxes. 

Mr. Mason. Well, those are the profits that they have left to hand 
out to their stockholders. 

Mr. CogcresHatL., Well, the return to the stockholders is on the 
investment not on the sales. 

Mr. Mason. Yes, I know, but it depends upon the sales and the 
profits left or they wouldn’t have any return. 

Mr. CoecesHaLu. Well, there were $35 million returned. 

May I goon? 

The financial assistance provided by the Government was supplemented only 
to a minor extent by private financing. Thus, a company which in 1952 increased 
its sales from $337 million in the prior year to $729 million, did so without 
private borrowing. In fact, its bank loans of $31 million— 

The Cuatrman. Pardon me. Mr. Simpson will inquire. 

Mr. Simpson. I suggest that the answer is undoubtedly responsive 
but entirely too long for the type of answer we need at this point, 
inasmuch as the entire thing is being put into the record. 

May I refer the gentleman to page 26 of this document I have in 
my hand, wherein the industry set forth that all major United States 
manufacturers before taxes earned 13.1 percent in 1946-57, and air- 
frame manufacturers 5.2 percent, and poo taxes the 5.5 goes down 
to 2.5. For all major manufacturers it is 6.3. I suggest that is quite 
a difference. 

Mr. CoccrsHaLL. I would like to say in the same compilation from 
which they take that, the First National City Bank of New York, it 
shows where the aircraft industry return on sales is lower compared to 
manufacturers, it is the next to the highest out of 40 groups in the 
return on the investment. 

Mr. Stmpson. Do you deny these figures here ? ; 

Mr. CoacesHatt. No; I don’t deny those figures. They have left 
out the other side of the picture. 

Mr. Simpson. They have here the average of all United States 
manufacturers, 1946-57, and it shows 6.3 percent, after taxes. And 
airframe manufacturers for the same period is 2.5 percent. 

Mr. CoccesHALL. Something like that. 

Mr. Stmpson. Something like that ? 

Mr. CoacrsHatu. They have gone back to 1947, I think. 

Mr. Srmpson. Well, they have gone back to 1946 to 1957, that is 
11 years. 

Mr. CocGrsHaLu. Of course, there was no business in aircraft to 
amount to anything from 1946 to 1950, until the Korean war. 

Mr. Simpson. In the face of that you renegotiate them down to the 
average of 2.5. 

Mr. CoccrsHaLu. The same compilation from which they draw their 
figures, the First National City Bank of New York, shows that the 
return on investment to the industry is 20.4, against 13 percent for 
all other manufacturers. They are in an entirely different category. 

Mr. Srupson. I have just one other brief question. It has to do 
with that other matter of the commercial product with respect to steel 
when you wrote the regulations having the effect of tightening up 
against that industry which the gentleman testified about a moment 
ago. 


29220 O—58——_13 
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Mr. CoccrsHALL. May I just say, Mr. Simpson, that our regulations 
are as close a replica as we could make them of the very detailed 
reports and recommendation of the Joint Committee on Internal 
Revenue Taxation, adopted by the House Ways and Means Commit- 
tee and the Senate Finance Committee with some amendments, and 
then by the Congress of the United States. 

Mr. Srmpson. I anticipated that would be your reply, and I have 
been trying to ascertain if that is the fact, if Congress said that you 
were to interpret it as narrow. 

Mr. CoccesHaLu. That language is drawn in that particular sec- 
tion from the report of the Joint Committee on Internal Revenue 
Taxation. We took that asa command. 

Mr. Simpson. Did you view the 1956 act as the intent of Congress 
being to tighten down on the commercial product ? 

Mr. CoccesHatt. No. In fact, it has been highly liberalized. 
We have had less than 300 applications under the revised provisions. 
It is largely self-executing now, which we recommended. Of the 
300 applications, something like 90 percent of them have been ae 
upon, and in almost all instances they have been approved. There is 
a fair amount of work imposed. 

Mr. Stmpson. The gentleman that testified for the American Steel 
Warehouse, do you question what he said that with respect to his 
industry, the effect of the change was to make it more difficult? 

Mr. CoccrsHaL.. It could be. But when I heard of it, it is the 
first time we ever heard the suggestion that nad conditions be 
restored. I remarked this morning to counsel that you can’t win, 
whatever is done. I mean, the Congress met the views of the great 
majority of the American manufacturers and representatives that ap- 
peared before the committee. 

Mr. Stmpson. Of course, that is the trouble with a law made by a 
man ora board. You don’t treat them all alike. 

That is the point we are trying to straighten out. There is no 
reason why the American steel warehouse business, as little as it may 
be, should suffer as a result of something. 

Mr. CoecesHat. I still don’t know to what extent it suffered. 
There may have been a lot of work attached to it, to establish their 
right to exemption. 

Mr. Stmpson. I hope you will look into it. 

Mr. CoecrsHALL. We will. It is the first time I heard of it. 

The Cuarmman. Mr. Curtis will inquire. 

Mr. Curtis. You made a statement here that to me goes to the crux 
of this. 

You pointed out that a great deal of what has been done in the air- 
craft industry has been done by Government financing. I am aware 
of that. The question is this: How do we ever get back to private 
capital financing under this situation unless these people are per- 
mitted to make sufficient profits so that they can go into the money 
market and get private capital ? 

_ Mr. Cogcesnaty. Well, Mr. Curtis, a number have been going in 
since the Defense Department tightened up on progress payments last 
year. I ta pr to be drawn from the banking fraternity by back- 
ground, and I know all sorts of banks around the country who would 
love to have made loans to the airframe industry all through the 











EXTENSION OF THE RENEGOTIATION ACT 191 


1950’s, but so long as they could lean on the Defense Department for 
progress payments there was very little resort. 

Mr. Curtis. I am not just talking about debt financing. I am also, 
just as much if not more, interested in equity financing. 

Mr. CoacrsHau. There has been quite an amount of equity financ- 
ing that came in recently. North American, I believe, recently went 
and raised quite a bit of money. 

Mr. Kinpevzercer. I raised $42 million, but I hesitate to go back 
under the present circumstances. 

Mr. Curtis. I think we should examine and determine whether or 
not we are hampering a growth industry. That is the next point I 
was going to sali After all, we are talking about a growth industry. 
In order to understand what is going on there, I think we have to 
relate it to other growth industries, particularly one that is growing 
quite rapidly. I have one other point on this. You talk about return 
on investment. Do you regard the amount of Government financing 
in the same nature as part of the capital structure ? 

Mr. CoeGesHau.. No; of course not. It isn’t. 

Mr. Curtis. Well, wait a second. Let’s examine it. If they didn’t 
have it from the Government, they would have to borrow on debt 
financing; is that right? In some way, they would be paying it back. 
Most industries use debt financing; in fact, any industry is going to 
have to pay a lesser amount on the amount that they borrowed than 
the amount they earned on that particular investment. That is the 
way they finance it. In your estimate of their return on investments, 
why don’t you calculate or give some credit or concern 

Mr. CoccrsHaLy. We do give credit, if I may say. We give credit, 
but we can’t treat it as part of their own capital. The classic approach 
was started in the wartime, when Mr. Lovett, Assistant Secretary of 
War for Air, a distinguished banker, now a director of North Amer- 
ican Aviation, said, as you draw from the public capital, the function 
of the contractor becomes more and more that of management, and 
we always recognize that. 

Mr. Curtis. And, therefore, also, I would think that it would be 
our tendency or our objective to so handle matters that we get private 
capital in and gradually move Government capital out. But, in this 
picture, as it looks to me, we are going to have Government financing 
more and more in that picture; so, any talk of ultimate savings to the 
taxpayer through this process of renegotiation, this theory, is just 
so much talk. You may save a few dollars in putting money back into 
the Treasury, but that money is then taken out by the Government 
financing of this particular industry. Wouldn't it be healthier if 
we did it in a traditional way and permitted a sufficient return on 
their operation? I believe, certainly, the sales should be a factor. You 
will agree that sales should be a factor; wouldn’t you ¢ 

Mr. CoGcesHai. Yes. 

Mr. Curtis. Then they should be able to build, and gradually get 
the Government financing out of the picture. 

Mr. CoacesHa.u. I think they are approaching that. I would like to 
quote from the last issue of Fortune, July 1958, dealing with the 500 
largest industrial companies, 2 quotations: 





Even more notable were the achievements of the six big companies in the 
aircraft business. In 1956, Boeing, General Dynamics, North American, United 
Aircraft, Douglas, and Lockheed had combined sales of $5,700 million. Last year 
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their sales were $7,600 million, up 32 percent. The profits of these six firms 
jumped 21 percent in 1957, from $177 million after taxes to $215 million. Sales 
of all 23 aircraft companies on the 500 list rose from $9,300 million to $11,700 
million, up 25 percent, and the profits went from $313 million to $348 million, an 
increase of 11 percent. 


The next quotation : 


Who’s who in the 500? While the biggest 50 industrialists together outshine 
the rest in sales and profits, they did not do so well in other criteria. On the basis 
of return on investments, only 5 of the top 50 in sales, namely, General Electric, 
Boeing, General Dynamics, North American Aviation, and United Aircraft, were 
among the 50 most profitable. Two of the top 50, Swift and Armour, ranked in 
the bottom 50 in return on capital. 

When I read articles such as these, and compare with what we also 
see in renegotiation, and listen to what was put before this committee 
this morning, I think they must be talking about two other fellows. 

Mr. Curtis. I will say this: I am very much interested in getting 
the statistics in this whole area. I am impressed with this, though: 
That the conclusion seems to be there that there may be some movement 
of Government financing out of this area, but it doesn’t seem to be a 
very rapid movement. I would think that the Renegotiation Board 
certainly ought to have that as one of its guidelines, the ultimate 
elimination of Government capital in this area, because we get no 
return on our investments in the aircraft industry other than, theoreti- 
cally, cheaper defense contracts, perhaps. But we certainly would 
gain if we could have this financed in the private-capital markets. 
Would we not? 

Mr. CoccrsHatt. I say there has been increasing resort to it. 

Mr. Curtis. That is what I was wondering about, the participle 
“increasing.” That is what I want to find out. What sort of a rate 
is it? Is it the kind of rate that will actually bring about what I 
would like to see, a private aircraft industry, financed with private 
capital ? 

Is the Renegotiating Board using that as one of its factors in con- 
sidering what is excess profits in a growth industry? 

I think there is a difference between a stabilized industry and one we 
know is going to grow and has to grow, which means extra amounts 
spent on research and development and so forth. If you haven’t 
allowed for adequate financing for growth, I suggest that you have 
not, ultimately, saved the taxpayers money. W hat you have really 
done is probably cost us money. I am not making that as a charge. 
But I do say there is that hypothesis. 

Mr. CocersHaty. We could be criticized if we have not. We could 
be criticized, by people that don’t understand it, for having made 


settlements with the members of the industry with a substantially. 


higher return on investments than any members in any other industry 
in these United States of America subject to renegotiation, substan- 
tially higher. 

Mr. Curtis. As far as I am concerned, it is the economic facts. If 
we start on the premise that we have, and are bound to have, one of 
the most rapidly growing industries for the defense of this country, it 
has to be one of the most rapidly growing industries, if we start with 
that and then apply these standards, then, maybe, it would be accepted 
by the people. Ido not know. 

The Government is going to finance it, otherwise. 





| 
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Mr. CogcrsHaLy. On the research and development, the National 
Science Foundation, a governmental body, as you know, recently 
turned out the figures for research and development conducted by 
private industry for and on behalf of the United States Government. 

It was $6 billion in the year 1956, $3 billion of which was financed 
by the Government, roughly 50-50. Inside the aircraft and parts 
industry, $2 billion went, of which $1,800 million were Government 
contracts performed by the airframe industry at a profit of, we will 
say, roughly $100 million, 5 or 6 percent oh tahoe, That would be 
utterly beyond their capacity. Renegotiation has nothing to do with 
it. 

Mr. Curtis. Now, you are really pinning it down, and, in a way, 
I suspect, making the case that I posed as a hypothesis. It is just 
what I said. You are having Government moneys going into that, 
when I am suggesting if we look at it the other way we might have, 
and I am not saying we would have, but we might have, private capital 
going into it. 

Mr. CoecrsHaLy. All their earnings with nothing for stockholders, 
nothing for taxes, nothing for renegotiation couldn’t possibly carry 
that bill. That is recognized as a matter of public necessity. 

The CHamman. The Chair understands that an arrangement was 
made for Mr. Coggeshall’s return and, also, for someone else to return, 
if they desired todo so. Does anyone else now desire to give a further 
statement ? 

I want it understood that this procedure should not be taken as a 
precedent for future hearings. 

Mr. Mason. It certainly should not be. 

The CuatrMan. It will not be. 

Mr. Mason. I want to make one brief statement, if I may. 

The CHatrman. Mr. Mason. 

Mr. Mason. This Fortune article that you quoted from which says 
that the aircraft industry makes a high percentage of profit on their 
investment compared to others, and a low percentage of profit on their 
sales, that to me proves nothing. That, to me, proves that the Gov- 
ernment has been putting in the capital which it should not have put 
in, as Mr. Curtis has been insisting upon. So if we ever wanted to 
get the Government out of putting in the capital, we have to at least 
take into real consideration the profits made on their sales and not on 
their capital. 

That is all, Mr. Chairman. 

The CHamman. We thank you, sir, for reutrning and further 
advising us on the matter. 

Mr. CogcresHaLu. I thank you and the committee very much for 
the privilege. 

The CHarrman. Mr. Allen, you may return. 


STATEMENT OF WILLIAM M. ALLEN—Resumed 


The CHarrMAN. You will be recognized for 15 minutes, Mr. Allen. 

Mr. King. 

Mr. Kine. Mr. Allen, you have demonstrated you are a competent 
man here today, but I realize under the circumstances that you may 
wish to have some time to frame answers and what other information 
and material you wish toadd. I have spoken tothe chairman. If you 
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desire you can have that time to frame a proper statement, and it shall 
be read before the executive session of this committee at the time they 
sit in this matter. You can take your choice and proceed now or do 
as I suggest. 

Mr. Atien. Thank you, sir. I would at this time simply like to 
make, while the committee is here and I am here, several statements 
with reference to Mr. Coggeshall’s statement and to put several docu- 
ments in the record, if I might. 

The Cuarrman. Without objection we will receive those for the 
record. 

Mr. Auten. First might I say with reference to the Fortune article, 
and confining it only to the experience of my own company, I think 
these figures might be indicative of the points I was trying to make this 
morning. In 1957, according to the Fortune article, Boeing ranked 
19th in sales. With respect to its net profits, it ranked 65th, and with 
respect to the percentage return of profits on sales, it ranked 409th. 

Mr. Coggeshall made some statements with respect to the fact that 
although contracts are carefully negotiated, still the profits may 
turn out to be excessive. That finding, of course, was made by the 
Renegotiation Board. 

I would like to put into the record the findings of the Renegotiation 
Board as stated to the Boeing Co. with respect to the 3 years that 
we have been renegotiated, 1952, 1953, and 1954, if I may. 

The CHairMANn. Without objection, you may do that. 

Mr. ALLEN. That is indicative of the procedures of the Board. 

(The document referred to follows :) 


EXHIBIT B 


THE RENEGOTIATION BOARD, 
UNITED STATES OF AMERICA, 
Washington, D. C., November 8, 1955. 
Airmail. 
Registered mail. 
Return receipt requested. 


BOEING AIRPLANE COMPANY, 
7755 East Marginal Way, 
Seattle 14, Washington. 
(Attention: Mr. J. O. Yeasting, Vice President, Finance. ) 

GENTLEMEN : Pursuant to the request contained in your letter of October 25, 
1955, in accordance with Part 1477.3 of the Renegotiation Board Regulations, 
there is tendered herewith (1) a statement of the determination of excessive 
profits that accrued on your renegotiable contracts during the fiscal year ended 
December 31, 1952; (2) a summary of the facts upon which the determination 
was based; and (3) the reasons for the determination, including the application 
of the statutory factors. For convenience, you will sometimes be referred to 
hereinafter as “the contractor.” 

The Board’s determination of excessive profits in the amount of $10,000,000, 
prior to adjustment for State taxes on income, was based upon data submitted 
by you prior to a hearing before a Division of this Board on September 23, 1955, 
upon information developed at that hearing as well as that obtained by subse- 
quent visit of Board Members to your plants, and upon information secured from 
other Government agencies. 

Renegotiable Business 

The principal production items in the review year were B—47’s, B—50’s, KC-97’s, 
and Prototype B-52. Research and development items included the guided 
missile, BOMARC, and the jet tanker transport 707. 





) 
) 
: 





EXTENSION OF THE RENEGOTIATION ACT 195 


Renegotiable sales in 1952, as shown in the table below, represented 99.8 per- 
cent of total sales volume. Following are the results of operations for fiscal 
years 1952 and 1951. 

[In thousands] 


l l gz 





] 
Fixed | Price re- | Total re- | Nonre- Total 
price deter- CPFF (Incentive) negoti- negoti- | business 
mined | ated ated 
1 -——_, hh OO 
1952: 
Sales. | $3,374 | $26,169 | $156, 832 | $531,312 |'$717, 686 $1, 458 | ' $719, 144 
Profits. _- $478 | $1,887 | $8,115 | $44,086 | $54, 567 $193 | $54, 760 
Percent. 14.2 | 7.2 | 5.2 | OB te sac 13.2 | 7.6 
1951: | 
Sales. $2, 165 $22,713 | $228, 393 $77, 033 i $330,304 $2, 054 | » $339, 358 
Profits... _- $325 | $2,284 | $7,942 | $6,435 | $16, 986 | $973 | $17, 957 
Percent 15.0 | 10.1 | 3. 5 | 8.4 |.. 47.4 5.4 


! Does not include $19,851,546 no fee facilities billings. 
2 Does not include $11,658,491 no fee facilities billings. 


The 1952 renegotiable sales increased more than 100 percent over those for 
the prior year and related profits increased 200 percent. 


CPFF 
The two large CPFF contracts covered the production of B-52 heavy jet 
bombers in the amount of $89,461,572, and the “Bomarc” guided-missile program 


represented billings of $23,845,580. These operations were conducted in pre- 
dominantly contractor-owned facilities at Seattle. 


Incentive-type contracts 


The principal contracts, accounting for the $531,311,664 sales in this category, 
represented production of B—47’s, KC—97’s, and TB—50’s. The B-—47’s accounted 
for 72 percent of incentive sales. 

The B—47 business was performed at Wichita, the KC—97 and TB-—50 at Ren- 
ton, both of which locations are predominantly Government-owned facilities. 

Included in the production contracts for B—47’s at Wichita was one for tech- 
nical assistance to Douglas and Lockheed which provided for one-half of 1 per- 
cent profit compensation to Boeing. 

Seventy-four percent of productive renegotiable sales were derived from 
incentive-type contracts. The increase in material costs and decrease in labor 
costs were principally due to increased subcontracting. In Wichita on the B-47 
program, subcontracting increased from 36.3 percent of production costs in 
1951 to 46.8 percent in 1952. On total renegotiable business in the review year 
about 45 percent of production costs is estimated to have been subcontracted. 

Substantial underruns of costs under incentive-type contracts for B-—47’s 
and KC-—97’'s resulted in cost reductions totaling approximately $30,000,000. 
The benefits of these cost savings under terms of the incentive contracts reduced 
the price to the Government by approximately $24,000,000 (80 percent) and in- 
creased contractor's profits by approximately $6,000,000 (20 percent). 

The contractor submitted documented evidence of increased efficiency through 
reduction of man-hours per pound of aircraft delivered in this period compared 
with industry and compared with previous models manufactured by Boeing. 


Government assistance 


Substantially all of the incentive business was conducted in Government- 
owned facilities. Contractor increased its investment in plant and equipment 
by $6,500,000 during the review year. Despite this increase, the contractor's 
investment in fixed assets compared with those furnished by the Government, 
continued to decline as revealed in the following relationships : 


Fixed assets (cost) Government furnished 
contractor owned 


Percent Percent 
Dec. 31, 1949 $20, 579, 000 | 38.7 |$32, 512,000 | 61.3 
Dec. 31, 1952 34, 570, 000 28.3 | 87, 566, 000 71.7 
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STATUTORY FACTORS 

Character of business 

Favorable consideration has been given to the high degree of complexity 
of the business. Although the operations were less integrated than in prior 
years, the many problems associated with a tremendously increased subcontract- 
ing program are recognized. 
Risk 

The extent of risk assumed was somewhat greater than in prior years due 
to increased use of incentive-type contracts vs. CPFF. This risk, however, is 
believed to have been significantly compensated for by the profit sharing and 
other provisions of the incentive contracts. 

No unusual risk, other than that common to and well known in the industry, 
is seen in this period. 


Efficiency 

A very high degree of efficiency has been demonstrated in the contractor's 
own production. From performance information received, it has been con- 
cluded that the same degree of excellence has not been achieved overall in 
the supervision of the gigantic subcontracting program which accounted for 
nearly half the total production. 


Contribution 


In the design and development of bomber aircraft, it is recognized that Boe- 
ing has no superior, and in the review year it is believed that very favorable 
consideration is due the contractor for the successful production of its own de- 


=" 


signed B—47, and the commencement of the B—52. 


Capital employed and net worth 


As stated above under Government assistance, the contractor relied on the 
Government for the larger share of capital provided in this period. The re- 
turn on beginning net worth ($58,984,000) was 92.8 percent. The return on 
capital employed (excluding value of Government-owned facilities) was 33.7 
percent. 


Reasonableness of profits 

Despite the favorable factors mentioned above, the tremendous increase in 
sales, accomplished as they were by substantially increased subcontracting, and 
large use of Government facilities, have generated dollar profits in an amount 
greater than can be considered reasonable. 


CONCLUSION 


The Board determined that the Boeing Airplane Co. realized excessive profits 
in the amount of $10 million during its fiscal year ended December 31, 1952. 
This amount is subject to adjustment for State taxes on income. The determina- 
tion will leave the contractor with an adjusted return on net worth of 75.9 
percent. This return is considered so high as to be justified only by the very 
favorable consideration accorded to contractor’s performance in the review year 
under the other statutory factors. The retained adjusted renegotiable profits 
of approximately $44,500,000 constitute in the opinion of the Board, a full and 
adequate reward to the contractor. 

Please advise the undersigned not later than November 25, 1955, whether or 
not you wish to enter into a bilateral agreement providing for the elimination 
of excessive profits as determined. 

Very truly yours, 
NATHAN Bass, 
Secretary to the Board. 





; 
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EXHIBIT B 


THE RENEGOTIATION BOARD, 
Unitep STATES OF AMERICA, 
Washington, D. C., March 29, 1957. 
Air mail. 
Registered mail. 
Return receipt requested. 


BoEING AIRPLANE COMPANY, 
755 East Marginal Way, Seattle 14, Wash. 
(Attention: Mr. J. O. Yeasting, Vice President, Finance. ) 


GENTLEMEN : Pursuant to the request contained in your letter of February 14, 
1957, in accordance with Part 1477.3 of the Renegotiation Board Regulations, there 
is tendered herewith (1) a statement of the determination of excessive profits 
that accrued on your renegotiable contracts during the fiscal year ended Decem- 
ber 31, 1953; (2) a summary of the facts upon which the determination was 
based; and (3) the reasons for the determination, including the application of 
the statutory factors. For convenience, you will sometimes be referred to herein- 
after as “the contractor.” 

The Board's determination of excessive profits in the amount of $7,500,000, 
prior to adjustment for State taxes on income, was based upon data submitted 
by you prior to a hearing before a Division of this Board on January 25, 1957, 
upon information developed at that hearing, and upon information secured from 
other Government agencies. 


Renegotiable business 


Renegotiable business comprised 99.9 percent of total sales. Productive rene- 
gotiable sales showed an increase of 28.2 percent over the prior year and profits 
increased 19.1 percent. 

74.7 percent of the renegotiable business resulted from fixed-price incentive 
sales and 22.7 percent from CPFF. 

The principal products under fixed-price incentive type contracts were B—47’s 
and KC-97’s. Under CPFF contracts, the principal items were B—52’s, and 
BOMARC program and the Tucson modification program. 

There is set forth in the following tabulation the results of operations, before 
renegotiation, for the current and prior fiscal years : 


[In thousands] 


Price re- | Totalre- | Nonre- | Total 
Fixed price | determina- CPFF | Incentive negotia- negotia- | business 
tion | | tion tion 
| 
1953 
Sales $3, 696 $20, 061 $208, 940 $687, 033 $919, 730 785 | | $920, 515 
Profits 589 1, 322 4, 316 | 58, 743 | 64, 970 | 2 5, 891 59, 079 
Percent 15.9 6.6 | 2.1 | 8.6 | a 6.4 
1952: | 
Sales 3 3, 374 26, 169 156, 831 531, 312 717, 686 1, 548 | 1719, 144 
Profits * 478 1, 888 8, 115 44, 086 54, 567 193 | 54, 760 
Percent 14.2 7.2 5.2 8.3 | 13.2 | 7.6 


| Does not include no fee facility billings. 
2 Loss 
3 Prior to gross refund of $10,000,000 (before State and Federal tax credits). 
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Costs and expenses 
The following tabulation sets forth an analysis of the elements of cost of sales 

for the current and prior years: 

{In percent] 


Fixed-price CPFF 
incentive 
1953 1952 1953 1952 
Material. _- j 53 J ; : | 67,41 64. 24 51.15 39. 46 
Direct labor -_-_- - ‘ 13. 45 14. 58 21.17 26. 35 
Overhead 19. 27 | 20. 77 26. 97 32. 82 
Others _ _- (. 13) -4l on) 1. 37 
Total ' 100.00 | 100. 00 100.00 | 100.00 


It is noted that the above figures show a trend toward higher material and 
lower labor and overhead costs, which coincide with increased amounts of work 
subcontracted, amounting to 48 percent of total renegotiable cost of sales in 1953. 

During the year under review the contractor had jet tanker and transport 
prototype development costs totaling $11,580,614. The contractor had claimed 
substantially the entire amount as a charge to renegotiable profits, but the Board 
recognized only 50 percent of the total amount as a proper charge to renegotiable 
profits. In arriving at this decision the Board was influenced by documentary 
evidence indicating that from the very outset the contractor regarded this project 
as a dual program for the development from a single basic design of a combina- 
tion military jet transport and tanker for aerial refueling, and commercial jet 
airliner. 

This dual purpose was clearly described by your company’s President in his 
annual report to stockholders for 1952 and 1953, as well as in the prepared state- 
ment which your company’s representatives offered in subsequent testimony be- 
fore a Subcommittee of Congress. (See Exhibit A attached.) 

The Board has placed strong reliance on these statements, as well as on the 
fact that the company has received orders for both the military and the com- 
mercial versions of the basic design amounting to several hundred million dollars. 


Government assistance 


The respective values of Government and contractor-furnished fixed assets at 
the beginning of the current and prior years are as follows: 


1953 1952 
Thousands Percent Thousands Percent 
Government - - - $87, 566 71.7 $67,715 70.7 
Contractor 34, 570 28.3 28, 067 29.3 
Total ___- : 122, 136 100. 0 95, 782 100.0 


From the above it can be seen that there was no change in the very substantial 
proportion of Government participation in the total fixed assets used. 


STATUTORY FACTORS 

Character of business 

Favorable consideration has been given to the complex nature of the con- 
tractor’s operation. Although the contractor’s business was not as well inte- 
grated as in prior periods, because of increased subcontracting, the many 
problems inherent in the administration of such a huge subcontracting program 
are recognized. 
Reasonableness of costs 

The contractor was able to effect substantial price reductions in 1953 which 
reflected its proven abilities as a low-cost prod his fact was confirmed 
by other Government agencies. 
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Risk 


The risk of pricing is not dissimilar to that in the prior year inasmuch as 
over 95 percent of the sales in both vears (exclusive of no fee facility billings) 
were under CPFF and fixed-price incentive contracts. By their terms and 
administration these contracts did not involve substantial pricing risk. 

While the expenditures by the contractor of $11,580,614 for the jet tanker 
prototype transport development may be considered in the nature of a business 
risk, inasmuch as they were made without contract protection, it is believed 
that the acceptance of 50 percent of these costs as a rednetion of renegotiable 
profits has removed this matter as an element of risk. 

The contractor incurred a business risk when it gave technical assistance 
to its competitors in manufacturing know-how, as alternate sources in the pro- 
duction of B—47’s. The settlement in this case recognizes this fact and permits 
the contractor a retention of profits greater than would otherwise have been 
considered appropriate. 

Efficiency 

The contractor continued to operate at a very high degree of efficiency which 
has been demonstrated by the continuing low man-hours expended per pound 
of airplane produced. Although the contractor’s business was not as well inte- 
grated as in prior periods, as a result of increased subcontracting already com- 
mented upon, the contractor’s efficiency in solving the many problems inherent 
in the administration of such a huge subcontracting program is recognized as an 
improvement over that attained in the prior year. 


Contribution 


Very favorable consideration has been given the contractor for the design, 
development, and production of high quality military aircraft and the interceptor 
missile BOMARC., 


Capital employed and net worth 


As set forth above under Government Assistance, this contractor continued 
to rely on the Government for a very large share of the facilities employed in 
renegotiable business. On beginning net worth allocated to renegotiable business 
($68,659,000) the return was 94.6 percent, before State and Federal taxes. 


Reasonableness of profits 


Even after giving effect to the favorable considerations under the statutory 
factors discussed above, the increased renegotiable volume, together with the 
continued substantial proportion of Government participation in the total fixed 
assets used, and the high return on net worth, have produced dollar profits in 
an amount greater than can be considered reasonable. 


CONCLUSION 


The Board determined that the Boeing Airplane Co. realized excessive profits 
in the amount of $7,500,000 during its fiscal year ended December 31, 1953. This 
amount is subject to adjustment for State taxes on income. 

Please advise the undersigned not later than April 15, 1957, whether or not 
you wish to enter into a bilateral agreement providing for the elimination of 
excessive profits as determined. 

Very truly. 
NATHAN Bass, 
Secretary to the Board. 
Attachment. 
EXHIBIT A 


STATEMENTS BY MR. WILLIAM M. ALLEN, PRESIDENT, BOEING AIRPLANE Co 


Excerpt from annual report to stockholders for the year ended December 
31, 1952: 

“The decision to design and build a prototype jet transport was, we feel, one 
of the most important Boeing decisions in 1952. Based upon the recommenda- 
tions of management, your board of directors authorized the project in the 
spring of 1952. 

“For several years Boeing has advocated the development of a combination 
military jet transport and tanker for aerial refueling of today’s high-speed jet 
bombers and fighters. We have likewise recognized that long-range air travel 
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would eventually be carried on by jet airliners. However, taking into account 
the substantial costs involved and the state of jet-power development, it was not 
until the early part of 1952 that the management felt the company should _under- 
take such a project. 

“We are of the opinion that the company can build a prototype transport which 
will enable it to demonstrate to the military the principal characteristics of a 
combination tanker and jet transport, and at the same time demonstrate to the 
commercial airlines the principal characteristics of a production jet airliner. 
From the standpoint of military security, we feel that the development of a 
jet tanker and transport is essential. Furthermore, it long has been our view 
that American manufacturers should develop commercial jet transports as soon 
as it was economically feasible to do so. By reason of its successful B-47 and 
B-52 programs, the Boeing Co. has the advantage of a greater volume of experi- 
ence with large jet aircraft than any other company. For example, more than 
5,000 hours of multijet flight test experience have been gained in the combined 
BH47 and B—52 programs. Flight research with the B-47 has been continued 
through the past 5 years.” 

Excerpt from Annual Report to Stockholders for the year ended December 31, 
1953: 

“As America’s first jet transport the Boeing prototype will serve as a test and 
demonstrator model. In the military field, the model will be used to demonstrate 
the advantages of a high-speed multi-purpose airplane for aerial refueling of jet 
bombers and fighters, and for the transportation of cargo and personnel and air 
evacuation of sick and injured troops. The same basic design is adaptable to a 
commercial airliner in the 80- to 130-passenger range, and the prototype will 
enable us to demonstrate to airlines the potentialities of such equipment. 

“The new airplane is the result of preliminary studies started by your com- 
pany as early as 1946. It was given project status in the spring of 1952, and is 
entirely company financed. Our work with the B-47 and B—52 gives us design, 
manufacturing and flight test experience on multijet aircraft exceeding, we 
believe, that of any other company in the world. Considerable interest has been 
expressed in the airplane both by the military and by the airlines, and numerous 
officials from both groups have come to Seattle to inspect it.” 

Excerpt from hearings before the Subcommittee for Special Investigations of 
the Committee on Armed Services, House of Representatives, 84th Congress, 
2d session, under the authority of H. Res. 112. February 16 through March 22, 
1956: 

“By early 1952 Boeing’s management, as evidenced by President William M. 
Allen’s statement: ‘* * * felt strongly that it was high time some American 
manufacturer took the plunge, got a jet transport off of paper, and into the air.’ 

“Mr. Allen further stated in retrospect: ‘We felt our own national welfare 
demanded it, both from the military and the commercial standpoint.’ 

“The Boeing Co. was confident that the need for a jet tanker as well as jet 
transports would be recognized in the not too distant future. Accordingly, a pro- 
gram for the construction of a prototype jet tanker-transport was commenced in 
the latter part of 1952 and was completed in mid-1954 at a cost of approximately 
$16 million. The program was financed entirely by Boeing, and Boeing has not, 
and will not, recover any of the amounts expended on the prototype under its 
contracts with the United States Government.” 


ExHisit B 


THE RENEGOTIATION BoArp, 
UNITED STATES OF AMERICA, 
Washington, D. C. 
Air mail 
Registered-return 
receipt requested. 


Bor1nG AIRPLANE Co., 
7755 East Marginal Way, 
Seattle 14, Washington. 
(Attention: Mr. J. O. Yeasting, Vice President—Finance) 
GENTLEMEN : Pursuant to the request contained in your letter of February 26, 
1958, in accordance with part 1477.3 of the Renegotiation Board Regulations, 
there is tendered herewith (1) a statement of the determination of excessive 
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profits that accrued on your renegotiable contracts during the fiscal year ended 
December 31, 1954; (2) a summary of the facts upon which the determination 
was based; and (3) the reasons for the determination, including the application 
of the statutory factors. For convenience, you will sometimes be referred to 
hereinafter as “the contractor.” 

The Board’s determination of excessive profits in the amount of $10 million, 
prior to adjustment for State taxes on income, was based upon data submitted 
by you prior to a hearing before a division of this Board on January 23, 1958, 
upon information developed at that hearing, and upon information secured from 
other Government agencies. 


Renegotiable business 


Renegotiable business comprised 99.9 percent of total sales. Productive 
renegotiable sales showed an increase of 13.8 percent over the prior year and 
profits increased 16.1 percent. 

73.6 percent of the renegotiable business resulted from fixed-price incentive 
sales and 24.8 percent from CPFF. 

The principal products under fixed-price incentive type contracts continued 
to be B-47’s and KC-97’s. Under CPFF contracts the principal items were 
B-52’s, B-47’s and the BOMARC program. 

There is set forth in the following tabulation the results of operations, before 
renegotiation, for the current and prior fiscal years: 


(Dollars in thousands] 











Price re- | Total re- | Nonre- Total 
Fixed price deter- CPFF | Incentive | negotiable | negotiable | business 
| mined | 
—_——$— |__| ___ ——|— Be bl til 
1954: | 
ign $3, 586 | $13, 773 $259, 498 $769, 891 | $1, 046, 748 $1,432 | $1,048, 180 
Profits . $224 | $853 $8, 091 $66, 257 | 75, 425 | ($1, 827) $73, 598 
Percent 6.3 | 6.2 3.1 | OO toe cacndscatpininaaeenn ae 7.0 
1953: | | 
Sales 2 $3, 696 $20, 061 $208, 940 $687,033 | $919,730 | 785 1 $920, 515 
Profits ? $589 $1, 322 $4, 316 | 58, 743 | $64, 970 | ($5, 891) $59, 079 
| 


Percent 15.9 6.6 | 2.1 | i ee Loss 6.4 


' Does not include no-fee facility billings. 
2 Prior to gross refund of $7,500,000 (before State and Federal tax credits). 


Costs and expenses 
The following tabulation sets forth an analysis of the elements of cost of sales 
for the current and prior years: 


{In percent] 











l l 
Fixed price incen- | CPFF Total renegoti- 
tive able ! 
a a Pr ; “ 7 | 
1954 | 1953 | 1954 1953 | 1954 | 1953 
_ . eninge aa Dntuticiuiemnestiy 
Material... 73.2 | 67.4 | 51.4 51,1 | 67.4 | 63.6 
Direct labor 10.3 13. 4 | 20. 2 21.2 13.0| 15.3 
Overhead 15.7 | 19.3 | 26.4 27.0} . 18.5 21.0 
Others 8 | (.1)| 2.0 | 7 | a5 1 
00.0 100.0} 100.0] 100.0 
| 


Total | 100.0 | 100.0 | 1 
| 





! Does not include cost of no-fee facilities. 


The above figures show a trend toward somewhat higher material and lower 
labor and overhead cost of goods sold. 

The contractor estimated its subcontracting at 46.6% of incurred costs as 
compared with 48.0% in the prior year. 


Research and development expenses 


During the year under review the contractor had jet tanker and transport pro- 
totype development costs totaling $4,177,135. The contractor claimed substan- 
tially the entire amount as a charge to renegotiable profits, but the Board recog- 
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nized only 50% of the total amount as a proper charge to renegotiable profits. 
In arriving at this decision, the Board was influenced by documentary evidence 
indicating that from the very outset, the contractor regarded this project as 
a dual program for the development from a single basic design of a combination 
military jet transport and tanker for aerial refueling, and commercial jet airliner 

This dual purpose was clearly described by your company’s President in his 
annual report to stockholders for 1952 and 1953, as well as in the prepared state- 
ment which your company’s representatives offered in subsequent testimony 
before a Subcommittee of Congress. 

The Board has placed strong reliance on these statements, as well as on the 
fact that the company has received orders for both the military and the com- 
mercial versions of the basic design amounting to several hundred million dollars 
Selling and advertising erpenses 

The contractor had allocated selling and advertising expense totaling $1,171.- 
586 to renegotiable business, but of this amount, $370,580, representing general 
magazine and newspaper advertising, and salaries and wages for commercial 
aircraft sales, was disallowed as not being a proper charge in accordance with 
the provisions of RBR 1459.7. The balance of $801,006 has been allowed as a 
charge to renegotiable business 
Government assistance 

The respective cost values of Government and contractor-furnished fixed assets 
at the beginning of the current and prior years are as follows: 


{Dollars in thousands] 


1954 1953 


Thousands Percent | Thousands, Percent 


Government. -.--- : > . $101, 177 70.6 $87, 566 71.7 
Contractor. ; a a . 42, 184 29.4 , 84, 570 28.3 
Total __. du . tp 143, 361 100. 0 122, 136 100. 0 


From the above it can be seen that there was practically no change in the 
very substantial proportion of Government participation in the total fixed assets. 


STATUTORY FACTORS 
Character of business 
Favorable consideration has been given to the complex nature of the con- 
tractor’s operation. The many problems inherent in the administration of the 
contractor’s huge subcontracting program have been recognized. 


Reasonubleness of costs 

The contractor was able to effect continuing substantial price reductions in 
1954 which reflected its proven abilities as a low-cost producer. This fact was 
confirmed by other Government agencies. 

Risk 

The risk of pricing was similar in extent to that in the prior year inasmuch 
as over 97% of the sales in both years (excusive of No Fee Facility billings) were 
under CPFF and {fixed price incentive contracts. By their terms and administra- 
tion these contracts did not involve substantial pricing risk. 

It is recognized that the contractor incurred a business risk when it gave tech- 
nical assistance to its competitors of manufacturing know-how as an alternate 
source in the production of B-47’s. The settlement in this case took that fact 
into consideration. 


Efficiency 

The contractor continued to operate at a very high degree of efficiency which 
has been demonstrated by the continuing low man-hours expended per pound of 
airplane produced. The contractor's efficiency in solving the many problems 
inherent in the administration of its huge subcontracting program is recognized. 
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Contribution 


Very favorable consideration has been given the contractor for its design, 
development, and production of high-quality military aircraft and the interceptor 
missile Bomare. 

Capital employed and net worth 


As set forth above under “Government assistance” this contractor continued 
to rely on the Government for a very large share of the facilities employed in 
renegotiable business. 


Return on beginning net worth allocated to renegotiable business ($83,305,958) 
from renegotiable profits before State and Federal income taxes ($75,424,735) 
was 90.5 percent. 

Reasonableness of profits 


Even after giving effect to the favorable considerations under the statutory 
factors discussed above, the continued high level of renegotiable sales and profits, 
together with the continued substantial proportion of Government participation 
in the total facilities employed, and the high return on net worth, have produced 
dollar profits in an amount greater than can be considered reasonable. 

As in all cases involving various types of contracts, the Board has given sepa- 
rate consideration to such contracts as provided in section 1460.2 (b) of the 
Renegotiation Board regulations. 


CONCLUSION 


The Board determined that the Boeing Airplane Co. realized excessive profits in 
the amount of $10 million during its fiscal year ended December 31, 1954. This 
amount is subject to adjustment for State taxes on income. 

Please advise the undersigned not later than March 14, 1958, whether or not 
you wish to enter into a bilateral agreement providing for the elimination of 
excessive profits as determined. 

Very truly yours, 
NATHAN Bass, 
Secretary to the Board. 

Mr. ALLEN. With respect to invested capital, I need only allude 
to what I said this morning. We have covered the matter of in- 
vested capital in our statements that we have filed with this com- 
mittee, and we have pointed out wherein we think that is not a proper 
criterion. 

With respect to Mr. Coggeshall’s statement about our increases, in- 
creases in net assets, over the past few years, I will only say that 
we take that as a tribute to the aircraft industry. We have increased 
our net assets because we have, by and large, retained them and 
plowed them back into the business. I gave those figures this morn- 
ing as compared with industry generally. 

This committee is not interested, I am sure, in self-serving dec- 
larations. We have tried to be factual, and, in the two statements 
we have filed here, we have endeavored to show you what the facts 
are with respect to our earnings as compared with industry generally, 
and with respect to the actions that the Renegotiation Board has 
taken so far as incentive earnings are concerned. 

We have made the point that we feel very strongly that the actions 
of the Renegotiation Board are killing incentive. We have often 
heard it said that the Government contractor feeds from the public 
trough. We want to keep away from that to the extent possible. We 
want to be just as efficient as we possibly can. How can we achieve 
that, in the face of what has gone on? 

Finally, Mr. Coggeshall referred to the fact that we could not pos- 
sibly have the strength to engage in research and development to the 
extent that is required. That is true, as it now stands. But we want 
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to engage in it to the extent that we do have the strength. If I may 
be pardoned for just a minute for giving an experience of my own 
company, let me illustrate that. Back in 1952 we concluded that 
we must have in the military service an aerial jet tanker. We saw 
the efforts of our foreign competition with respect to commercial air- 
planes. We endeavored to interest the Government in giving us a 
contract which would permit us to undertake such a venture, without 
success. So, the Boeing Co., in 1952, undertook to build, and did 
build, such a prototype. 

The cost to Boeing was $16 million. It is a small item, but with 
far-reaching results. I think it: is a very good illustration of what 
can be done by private industry when they have the strength and the 
opportunity to do it. What is the result ? 

The result is that, today, the Air Force has aerial jet tankers for 
refueling the B-47’s, the B-52’s, the B—58’s, and it would never have 
them today had we not done this and gone ahead with that develop- 
ment. 

Also, the commercial airlines will commence taking deliveries, with- 
in several months, of commercial jet transports. That would never 
have been the case had we not made this investment when we did; that 
is, timewise. But the Russians are flying their 21U104’s, and the 
British have had their Comet for some years. That is illustrative of 
what private industry can do if given the opportunity. 

Gentlemen, in essence, let’s look at this thing in the broader aspects. 
You can find examples of where someone has made too much profit. 
Usually, it isa small item. You can find such examples. But that is 
not the problem here. The problem here is that the defense industry, 
in the larger picture, is being told by Mr. Coggeshall and his associates 
just how strong we will be. They say that, if we are allowed to keep 
profits that we have negotiated with the Defense Department, we 
would be too strong. I say, in light of our responsibilities, we are not 
strong enough. I again make the categorical statement that what the 
Renegotiation Board is doing to the people that I represent here today 
is very detrimental to our national security. 

The Cuamman. Mr. Allen, I had to leave the room this morning 
during a part of your testimony. Iam sorry that I did not get a clear 
understanding of the recommendations of the Aircraft Industries 
Association as stated by you. I heard you this morning say that you 
were in complete accord with the statement made by the President in 
his message to the Congress. 

Mr. AuLEN. No, sir; I did not say that. 

The CHarmman. I misunderstood you, then. I thought you said 
you were in accord with the President. 

Mr. Auten. No, sir. I referred to the message of the President 
as probably being the reason why the Defense Department was in here 
urging the extension of the Renegotiation Act. 

The CuarrMan. The President said that he wanted it because he 
wanted to avoid excessive prices. I thought you said that you were, 
too, favorable to the elimination of excessive prices. 

Mr. Auten. That is right. Excessive prices; yes, sir. 

The Cuarrman. Let’s say excessive prices. How can we accomplish 
that objective that you support in the overall framework of the re- 
negotiation program, and avoid the disastrous consequences that you 
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pointed out to us of impeding overall national security? What sug- 
gested amendments do you have in mind to the program ¢ 

Mr. Aten. Well, sir, No. 1, I feel that under the circumstances as 
they now exist, the Renegotiation Act is not needed. I would not 
extend the act. No. 2, if the act is to be extended, it should be 
amended. You will find, Mr. Chairman, on pages 39 and 40 of this 
small statement which we submitted, and you will also find it in the 
other statement, the suggested amendment. That amendment would 
have this effect: It would, in effect, provide that incentive earnings, 
which we have seen the Renegotiation Board has been taking away 
from the industry, incentive earnings which are the result of a con- 
tract under which substantial savings have been made to the Govern- 
ment and have gone to the Government, that those incentive earnings 
will not be reclaimed unless the Renegotiation Board, in effect, can 
show that they are not the result of the efficiency of the contractor. 

The CuarrmMan. Even though you might agree and I might agree 
that in the whole, through the year’s operation, altogether there would 
be excessive prices or profits to the business / 

Mr. Auten. Well, when we sit down, Mr. Mills, and negotiate with 
the Defense Department on these large contracts which they have 
available, in which they have all the information we have with re- 
spect to our past experience and so forth, and agree on the target 
price, and then by better than expected performance we beat that, we 
don’t see how our share of it could be considered as excessive. We 
think it would be quite un-American to consider it so. 

Mr. Mason. Your share is 20 percent and the Government’s share 
of 80? 

Mr. Auuen. Yes. That varies from time to time, but that is the 
usual provision. 

Mr. Mason. You don’t claim all of that? 

Mr. Auuen. Not at all. As I pointed out in this statement, using 
Boeing as an example, on page 20 you see there the 3 years of 1952, 
1953, and 1954. Our share for those 3 years, incentivewise, was $25 
million. That means that the Government’s share was $100 million, 
on an 80-20 basis. Now if you will take the $25 million, and take the 
taxes out of that, you will see that we ended up with less than $10 mil- 
lion, because in the years 1952 and 1953 the tax rate was 70 percent. 
So in saving the Government well over $100 million we end up with 
$9 million. 

The renegotiation Board later comes along and takes it all away. 
That has not only happened to Boeing but it has happened to other 
companies as well. I say to you that that is not in accordance with 
the the American system. It is contrary to the American system of 
fair play and fair dealing. 

The CuHairman. I don't suppose renegotiation is in accordance with 
what you and I thought to be the American system a long time ago. 
The entire principle is something we have added on to what you and I 
studied in school as being the American system. But there heme been 
a lot of things that have been added on, I’m sure you will agree, since 
you and I went to school and studied what constituted the American 
system. 

I do feel that there is occasion for renegotiation of some contracts 
under some circumstances, even in time oF peinte) when we are not at 
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peace but in an era which might be described as nonwar, when we are 
spending to the extent of $40 billion in the Defense Department. 

l am trying to find out how we can draw the line and continue re- 
negotiation and not impede national security in the process. You 
suggest that if we exclude these incentive contracts from renegotia- 
tion, that we will not then be impeding national security. 

Mr. Auten. What we have proposed here is not a complete answer 
at all. It would correct some of the very large injustices. I want 
you to understand that not for 1 moment do any of us here object to 
the reclaiming of excessive profits. I agree there are instances—we 
have known of them—where excessive profits have been made. But 
it is not the usual case. What is being done here, Mr. Chairman, is 
the Renegotiation Act, passed for the purpose of reclaiming excessive 
profits, is in effect being used to simply substantially cut down fair 
profits to the point where we can’t do the job we are supposed to do. 

The CuarrMan. Does it get down, then, to a question of judgment 
as to what a fair profit is? Is that the difference that we must re- 
solve if we can ie it? 

Mr. Auten. Well, sir, there are no standards laid down in the 
Renegotiation Act. The Renegotiation Board can determine in its 
own way what it thinks constitutes a fair profit. That is what it has 
been doing. 

The CuHatrMan. You suggested one standard that we lay down; 
namely, that we not renegotiate these contracts that are based upon 
incentive. 

Mr. Auten. Yes, sir. 

The Cuatrrman. What other standards can we put in? 

Mr. Auten. Well, if you wanted to fix a real standard, you could 
repeal the Renegotiation Act and let the Vinson-Tunnell Act come 
into effect. That is a limitation of 12 percent. 

The Cuamman. You would be satisfied with that ? 

Mr. Auten. Yes, sir. I don’t think there is any representative here 
of our industry that can remember when he made 12 percent on a 
Government ecntract or anything close to it. I know we never have. 

The Cuarrman. They are more reasonable at pricing today than 
when we enacted the Vinson-Tunnell Act, I suppose. 

Mr. Auten. They are real good at it. 

The Cuarrman. Are there further questions of Mr. Allen? If not, 
we thank you, Mr. Allen, for returning to the stand and further advis- 
ing us. 

The committee will adjourn on this subject, subject to the call of the 
Chair, and reconvene in the morning at 10 a. m. on the subject matter 
of debt ceiling. That will be in this room. 

(The following material was filed for the record :) 


STATEMENT OF THE CHAMBER OF COMMERCE OF THE UNITED STATES ON 
RENEGOTIATION 


The Chamber of Commerce of the United States recommends that the Renego- 
tiation Act of 1951 be permitted to expire on December 31, 1958, as scheduled. 

The chamber supports the objective of preventing excessive profits. 

It is clearly in the interest of all citizens to make sure that the Government 
gets the goods and services it needs at minimum cost. This objective can best 
be attained by more effective utilization of the improved procurement and 
repricing techniques developed by the military departments during the past 
17 years of high-volume purchasing of complex defense hardware. 
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The chamber opposes extension of the act for three basic reasons: 

First, there is no need for renegotiation. It is a wartime device for meeting 
the exigencies of an emergency procurement program. The procurement process 
today is clearly distinguishable from that existing following Pearl Harbor. Since 
then, the Government has had years of experience and has developed a series of 
pricing techniques to prevent excessive profits. 

Second, renegotiation is a threat to the national security. Lt breeds inefficiency 
within the Defense Establishment and it encourages efficient defense contractors 
to leave defense production and concentrate on commercial business. 

Third, renegotiation is an arbitrary process. It permits a five-man board to 
impose a tax without a rate on the earnings of defense contractors. The Re- 
negotiation Act does not provide the Renegotiation Board with adequate standards 
for making its determinations. 

The present Armed Services Procurement Regulation contains a variety of 
price adjustment and escalation clauses and incentive-type provisions which 
afford effective tools to control profits. Therefore, before extending the Renego- 
tiation Act, Congress should carefully study the adequacy and effectiveness of 
these pricing control devices. 


!. Renegotiation is no longer needed 


The administration appears to rely on a continuation of a high level of defense 
spending as the main reason for renegotiation extension. But the fact of large 
defense expenditures is by no means sufficient in itself to justify a continuation 
of this law. 

The argument which flows from defense spending is simply that it creates a 
sellers’ market in war materiel and other items. It is said that defense dollars 
are a sufficiently important factor in the economy to create artificially high 
prices and a continuing high level of profits against which renegotiation must 
be erected as a barrier. 

The 1958 economic recession shows it to be unsound. As was predicted in 
1956 when renegotiation was last extended, defense spending has continued at 
a very high level. But there is no sellers’ market. In terms of its effect upon the 
economy, defense spending at the present level bears no resemblance to the spend- 
ing of World War II or even Korea. This is because the peacetime component 
of the economy has grown so large as to reduce the relative importance of the 
defense component. Defense spending is not now large enough relative to the 
whole economy to produce the conditions which supposedly give rise to a need 
for renegotiation. 

But quite apart from the level of the Defense Department budget, the con- 
ditions which gave rise to renegotiation have long ceased to exist. Renegotiation 
was a post-Pearl Harbor measure designed initially to provide a second look at 
contract prices. In the press of the period, it was impossible to buy millions of 
dollars worth of previously unheard-of war materiel and at the same time to 
negotiate prices with any care. So renegotiation was designed to provide a 
second negotiation. 

Today’s the Defense Department has had almost 17 years of experience with 
a fairly constant level of procurement activity. It has devised all kinds of pric- 
ing regulations, and it has its own devices for eliminating excessive profits. 

With the procurement process refined to the present point, there is no need 
whatever for a review of earnings by an outside agency such as the Renegotia- 
tion Board. Renegotiation merely provides an additional and completely un- 
needed layer of governmental supervision. 


2. Renegotiation is a threat to the national security 


The way in which the Board has been handling incentive contracts provides 
an illustration of the way in which renegotiation breeds inefficiency in the 
Defense Establishment. 

A strong argument can be made that even existing incentive contracts should 
be altogether exempt from renegotiation. Contracts of this kind establish 
maximum profit levels which can be earned only if the contractor cuts costs 
and produces an overall savings to the Government. To renegotiate profits 
earned in such a manner destroys incentive in incentive contracts. To renego- 
tiate such profits is plainly to promote inefficiency. Why spend the time and 
effort necessary to earn incentive profits if they are to be taken away by the 
Renegotiation Board? 

Section 106 (d) of the Renegotiation Act of 1951 recognized this situation 
by authorizing the Board in its discretion to exempt contracts of these kinds. 
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But the Board has never exercised its authority. On the contrary, it has been 
charged with particular hostility toward incentive contracts. In several cases, 
the amount of the contractor’s incentive contracts have just about equaled the 
amount of his renegotiation refund, and it is being argued in the Tax Court 
that the Board has deliberately taken away the incentive profits. 

On April 8, 1958, the Board promulgated a new regulation on incentive 
contracts in an apparent attempt to clarify its position. In consequence of 
that regulation, companies having incentive contracts have been subjected to 
new and detailed accounting investigations, and in several cases clearances 
previously granted by regional boards have been withdrawn by the statutory 
board. 

It is too early to determine precisely what will be the consequence of the 
Board’s administration of its new regulation, but there seem to be two trends. 
In one direction, the Board seems to be taking an even closer look than hereto- 
fore at incentive profits with a view toward their reduction. In the other 
direction, it is examining the profits on fixed-price contracts which are neces- 
sarily isolated from the Overall renegotiation pool when the incentive contracts 
are separately considered. The consequence of this second trend is to penalize 
the holders of incentive contracts whenever their incentive profits are lower 
than their other profits. Both trends put a penalty on incentive contracts and 
so blunt an important procurement tool designed to promote contractor efficiency. 

But quite apart from its effect upon incentive contracts, renegotiation has 
an overall stifling effect on what might otherwise be efficient, low-cost pro- 
duction. This is apparent from the fact that in recent years, defense con- 
tracts have been earning more on their commercial business than on their 
renegotiable business.’ But even more important, effiicent manufacturers are 
almost the only ones who pay renegotiation refunds. The inefficient do not 
normally earn enough to attract the attention of a renegotiator. Why then 
should a defense contractor concentrate on or indeed engage in renegotiable 
business when he can earn more commercially? Why should he try to cut costs 
when much of the resulting profit must be returned to the Government in a 
renegotiation refund? 

In the report of the Joint Committee on Internal Revenue Taxation on the 
1956 renegotiation extension, the following example was noted : 

“An efficient producer may manufacture an item and sell it for $950, making 
a profit of 25 percent. An inefficient producer sell the same item for $1,000 
and makes a profit of only 10 percent on the same volume. In spite of the 
fact that the efficient contractor sold the item at a considerably lower price, 
it is that contractor and not his inefficient competitor who will be renegotiated.” 

This example is typical of conditions that prevail in many industries. It 
shows how renegotiation penalizes efficiency and how it tends to drive efficient, 
low-cost producers away from defense production. It indicates how renegotia- 
tion presents a threat to the national security. 


3. Renegotiation is an arbitrary process 


Renegotiation is a judgment operation pure and simple. 

Renegotiation determinations are made on the basis of judgments of the con- 
tractor’s “efficiency,” of the extent of his “risk,” on his “contribution to the 
defense effort,” of his “capital employed,” and of the “reasonableness” of his 
costs and profits. But what is “efficiency”? How does one measure risk? When 
are costs “reasonable”? These questions are just as hard to answer as the final 
question—when are profits “excessive”? The answer of course is simply that 
“excessive profits” are the profits the Board says are excessive. 

The grave inequities that result from such a delegation of power can be seen 
from the very large differences of opinion that occur fairly frequently between 
the regional renegotiation boards and the statutory board in Washington. In 
one case, the Los Angeles board and the Washington board found themselves 
$10 million apart on precisely the same facts. Yet both were!composed of high- 
ranking, conscientious Government officials skilled in renegotiation and familiar 
with “efficiency,” “risk,” etc. 

Even if Congress does not extend the Renegotiation Act, there are certain pro- 
cedural changes which are needed now. 

Representative King’s bill (H. R. 13092) is designed to correct some of these 
procedural defects. The following discussion suggests ways in which this meas- 
ure could be improved. 





1 Second Annual Report of the Renegotiation Board, pp. 8—9. 
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Under the act, the board is empowered to make refund determinations with- 
out affording contractors a hearing. It operates on a closed, confidential record, 
and it bases its decisions on information which the contractor never sees nor has 
an opportunity to explain. This information is of five kinds: 

1. Reports from customers (who are often also competitors) about the 
quality of the contractor’s product, his ability to follow through on delivery 
schedules, and other aspects of his efficiency. 

2. Similar reports from Government procurement agencies (contracting 
officers, Government inspectors and the like). 

3. Statistical and similar economic studies or reviews of the contractor’s 
industry prepared by the Board’s staff. 

4. Comparisons between the contractor and his competitors, also pre- 
pared by the Board’s staff. 

5. Reports and recommendations respecting the merits of a contractor’s 
case prepared by a regional board or by the Board’s staff. 

It is obvious that a contractor cannot defend himself from a renegotiation re- 
fund without knowing what his customers and competitors have told the Board 
about him. Nor can he defend without knowing what contracting officers and 
Goverment inspectors have been saying about him. Just as important, he needs 
to know what the Board’s staff thinks about him and how it is advising the 
Board. 

The practice under the act of withholding “evidence” and operating on a closed 
and confidential record arose out of the early history of renegotiation. Initially, 
renegotiation was a second negotiation—a renegotiation—of contract prices. 

But today, at least in controversial cases, renegotiation is by no means a 
second negotiation of prices. The renegotiation process often starts and prob- 
ably should start with negotiation. When negotiation fails and a refund order 
is eats the Board is making an administrative determination of earnings 
levels. 

There is little difference, if any, in a determination of excessive profits and 
the usual “order” that follows an administrative adjudication. But it has long 
been traditional and accepted practice to require such a hearing to precede an 
exercise of administrative authority based upon broad legislative standards. 

The orders of the Renegotiation Board should be subjected to the safeguards 
provided by an open record after an opportunity to be heard and all the other 
safeguards implicit in due process of law, and it is no answer to say that review 
by the Tax Court affords an adequate remedy. Tax Court cases are lengthy and 
expensive proceedings and deprive the contractor of capital which otherwise could 
be beneficially employed. 

There are certain changes in the King bill which we favor. 

The King bill would amend section 111 of the act so as to subject the Board’s 
entire operation to the Administrative Procedure Act. The precise effect of 
this amendment is open to some doubt, but it might make it necessary for the 
Board to abandon negotiation and proceed formally under that act even in small 
and relatively noncontroversial cases in which the present procedures would suit 
the interests of both the contractor and the Government. While in controversial 
eases a contractor should be entitled to a full and fair hearing if he wants it, it 
might be well to make it clear that a contractor may waive the formal hearing 
procedure. 

The amendment to section 105 (a) of the act proposed by section 3 (a) of the 
King bill apparently contemplates renegotiation as presently practiced down 
to the point where there has been an appeal to the statutory Board in Wash- 
ington and a decision by that Board against the contractor.*? At that point, 
under the amendment, the Board must disclose its hand and hold a formal hear- 
ing on an open record under the Administrative Procedure Act. But it would 
seem a difficult and perhaps an impossible task for the Board to go through a 
complex appeal case following present practices and then, after a decision against 
the contractor, to sit in open hearing as impartial judges of their own decision. 
It would appear that the open hearing contemplated by the amendment should 
take place before a panel or division of the Board that had no previous connection 
with the case. Since the Board as now constituted has 5 members and cus- 
tomarily sits in divisions of 3, it would normally be impossible to convene an 
impartial panel without some changes in the provisions of the act relating to the 
number of Board members and a quorum for Board action. 


2In this respect, the amendment appears to be inconsistent with the proposed amend- 
ment to sec. 111 which would make the Administrative Procedure Act applicable to all the 
Board's functions. 
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For these reasons, it seems that there may be simpler ways than those pro- 
vided by section 3 (a) of the King bill for assuring a contractor the procedures 
to which he is entitled. One way would be to provide contractors with alternative 
procedures from which to elect. Thus, contractors might be given the right to 
an open hearing under the Administrative Procedure Act whenever on appeal 
to the statutory Board they request this kind of procedure. Actually, the present 
situation would be greatly improved if contractors were merely given the right 
in all cases to examine and refute all the “evidence” against them. 

The right to know what the Board has before it is most important. Con- 
tractors should not be placed at the mercy of their customers or competitors. 
They ought to be told what the Government's contracting officers and inspectors 
are saying about them, and they should be given an opportunity to expiain. They 
should know what subordinate Board officials are recommending and in general 
the “thrust” of the Government’s case against them. Other agencies of the 
Government are required to observe these minimal standards of fair play. 

Section 4 of the King bill provides for the review of Tax Court decisions by 
the various circuit courts of appeal and ultimately by the Supreme Court on 
certiorari. 

The provisions of the act conferring “finality” on the decisions of the Tax 
Court have always been an anomaly. There is no reason for making the Tax 
Court’s decision more “final” in renegotiation cases than in ordinary tax cases. 
As a matter of fact, the Tax Court has less experience in renegotiation cases 
than in ordinary tax cases, and there is accordingly more reason for the review 
of renegotiation cases than tax cases in the higher courts. 

Renegotiation is basically a tax without a rate, and like the income tax laws, 
it is keyed to annual accounting periods. But many defense contracts cover 
long term projects, and they necessarily result in a peaking or bunching of profits 
into the project’s middle years. Thus a modern weapons system involves develop- 
ment, reproduction, learning and windup costs which fall before and after the 
summit of production. Profits are likely to be peaked or bunched at the summit 
with small earnings or losses in the valleys at the beginning and end. 

Since it proceeds like a tax by annual accounting periods renegotiation does 
not take adequate account of the peaks and valleys. The loss carry-forward 
provisions are inadequate because they deal only with losses and not with the 
balancing of peak profits against marginal valley profits. In some cases the 
Board has been persuaded to look at both the peaks and valleys in its general 
consideration of a company’s profits under the statutory factors, but since there 
is no clear statutory mandate, these cases have been the exception. A clear 
mandate is now required. 

The chamber accordingly suggests that a new subparagraph be added to sec- 
tion 103 (e) of the act requiring the Board to take into consideration in its 
determination for any year the profits which the contractor earned in previous 
and subsequent years on projects in progréss during the review year. 


CONCLUSION 


The chamber is firmly opposed to any further extension of the Renegotiation 
Act of 1951. Before acting extension, this committee should conduct a thorough 
investigation into all the aspects of the problem. Quite apart from renegoti- 
ation extension, however, the act as it is being applied to pending cases should 
amended as we have suggested in order to provide contractors with a fairer 

asic law. 


STATEMENT OF WILLIAM T. DARDEN, EDITOR AND PURLISHER OF RENEGOTIATION 
REPORTS FOR THE AIRCRAFT AND ELECTRONICS INDUSTRIES 


PART I 


This hearing opens another chapter in the legislative history of the Re- 
negotiation Act of 1951. 

Four times since its adoption the Congress has been asked by the Executive 
branch of the Government to extend this legislation which was originally recom- 
mended as temporary rather than long run, since its purpose was to assure the 
Government of a fair price in a period lacking the controls normally exerted 
upon prices by the pressures of competition. 

Today competition for defense business is extremely intense and the profits 
obtained certainly are not excessive in character or amount. The administration 
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believes, however, that there remains an area in which only renegotiation can 
be effective. Thus, the heart of the problem is to find the appropriate balance 
between that specific area of defense procurement which prompts the adminis- 
tration’s request for an extension and that area which can be entrusted to the 
competitive factor; between inequity in the application of renegotiation and 
fair and equitable application. 

Since the enactment of the Renegotiation Act of 1951 (March 1951) I have 
followed the application of the statute to renegotiable business probably closer 
than any other group or individual excluding the Renegotiation Board members 
and its personnel based on this experience I respectfully submit and urge the 
committee’s earnest consideration of the following proposed amendments to the 
Renegotiation Act of 1951. 

Amend paragraph (1) of section 103 (e) to read as follows: 

“(1) (a) Reasonableness of costs when clearly established and shown to be 
the result of efficiency in management ; 

“(b) Reasonableness of profits with particular regard to financial stability 
necessary to remain ‘in being’ as a weapon for defense, a proper incentive for 
the investment of equity capital, volume of production based on effort expended 
and benefits which accrued to the Government—under no circumstances shall 
volume of production be considered solely because increased dollar volume of 
profits ordinarily accompanies increased dollar volume of sales, research and 
development, product reliability, a profit phase consistent with the cyclical 
nature of the renegotiable business, normal earnings to the extent that defense 
and commercial products are comparable ;” 

Justification for the above proposed amendment.—First, the Renegotiation 
Board when it renders a statement to a contractor or subcontractor, pursuant to 
section 105 (a) of the act, treats the statutory factor “reasonableness of costs 
and profits” as two separate factors, hence the proposed amendment in effect 
conforms the statute to the administrative practice. 

Second, defense industries can operate at maximum administrative efficiency 
only if the “rules of renegotiation” are just and known in advance. Since no 
predetermined reasonable rates of allowable renegotiable profits are set forth 
in the act, the statutory factors contained in section 1083 (e) of the act, pro- 
vides the only statutory guide available to contractors and subcontractors. The 
administrative application of paragraph (1) of section 103 (e) and particu- 
larly the use of volume of production as the major determinative factor in find- 
ing profits excessive has prompted many, many contractors and subcontractors to 
say “the present renegotiation administration is downright dictatorial, arbi- 
trary and unjust.” Therefore, with the belief that the Congress of the United 
States is interested in seeing that the limited guidelines it provides to a reason- 
able profit are just and known, I urgently hope that the above amendment will 
be adopted by the committee. While the amended paragraph will be subject 
to administrative interpretation, I am sure that it contains suitable criteria 
that lends itself to a more just application of the “reasonableness of costs and 
profits” factor than is now evident under the vague language of the factor as it 
now stands. 

Amend paragraph (2) of section 103 (e) as follows: 

“(2) The net worth, with particular regard to the amount and source of pub- 
lic and private capital employed, the extent to which public and private capital 
employed was taken into account in negotiating costs and profits at the pro- 
curement level, and the contractor’s or subcontractor’s investment in defense fa- 
cilities expansion during the fiscal year under review ;” 

Justification.—The amendment proposed is based on fairness in application 
of the statute. It is grossly unfair to apply as a determinative factor the use 
of Government-owned facilities without making an effort to determine the ex- 
tent the use of such facilities contributed to a lower profit rate being established 
by the procurement agency. That is what is happening today in renegotiation. 
The extent to which a contractor or subcontractor invests his earnings in defense 
facilities, despite the peaks and valleys of a defense economy, is entitled to 
favorable consideration under renegotiation and as encouragement it should be 
spelled out in the statute. 

Amend paragraph (3) of section 103 (e) to read— 

“(3) Extent of risk assumed, including the risk incident to reasonable pric- 
ing policies, complexity of manufacturing, subcontracting, termination, invest- 
ment in facilities for defense production, increased inventory, and loss of com- 
mercial market ;” 
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Justification.—The proposed amendment to paragraph (3) of section 103 (e) 
is necessary to make it clear in the statute that risk factors other than that 
incident to reasonable pricing policies must be taken into consideration in de- 
termining the reasonableness of a profit. 

It is my earnest opinion that the Committee on Ways and Means should give 
serious consideration to an amendment of that part of section 108 (f) which 
deals with the method of determining costs and section 103 (i) “Received or 
Acerued and Paid or Incurred.” When the Renegotiation Act of 1951 was first 
proposed to the Congress much to do was made about the fact that the method 
of accounting regularly employed by the contractor or subcontractor would be 
acceptable for the purpose of renegotiation. However, as time has progressed 
we find the Renegotiation Board requiring contractors and subcontractors to 
change accounting systems despite the fact that such methods of accounting had 
been acceptable to the Renegotiation Board in prior renegotiations under the 
act of 1951. It is difficult to believe that sections 103 (f) and 103 (i) of the 
act of 1951 authorizes the Board to arbitrarily change a contractor's or sub- 
contractor’s method of accounting, regularly employed and which had in prior 
renegotiations been accepted as properly reflecting costs, receipts, or accruals. 
The administrative burden of renegotiation is difficult enough without the un- 
certainty of not knowing whether an accounting method employed in one fiscal 
period will be acceptable to the Renegotiation Board some 3 or 4 years later 
when the Board gets around to renegotiate. 

Amend section 106 (a) of the act by adding at the end thereof the following 
new mandatory exemptions : 
use Any contract or subcontract awarded as the result of competitive bid- 

ng. 

“(A) The term ‘competitive bidding’ means— 

“(1) any prime contract awarded in conformity with the require- 
ments for procurement by formal advertising as set forth in the Armed 
Services Procurement Act ; 

“(2) Any subcontract awarded by a prime contractor or higher tier 
subcontractor as a result of written bids submitted by three or more 
competitive subcontractors ; 

“(11) Any subcontract in which the aggregate amount involved does not ex- 
ceed $10,000. For the purposes of this paragraph the ‘aggregate amount involved’ 
Shall include all products and services which would properly be grouped together 
in a single transaction. Subcontracts which customarily aggregate more than 
$10,000 shall not be broken down into several subcontracts which are less than 
$10,000 each for the purpose of avoiding renegotiation under this paragraph. 

“(12) That portion of the profits derived from incentive-type contracts or 
subcontracts attributable to the contractor’s or subcontractor’s share in the cost 
savings provisions of such contracts or subcontracts. For the purposes of this 
paragraph the agencies, in the case of prime contracts, shall certify the amount 
of such cost savings and the prime contractor, in the case of subcontracts, shall 
certify the amount of such cost savings. 

“(13) Any contract or subcontract containing a redetermination provision 
under which the rate of profit is based on actual cost experience.” 

Justification.—The basis of our free enterprise system is competition. It is 
the only system which safeguards the Government properly. Thus when con- 
tract or subcontract prices are established as a result of written bids ‘or small 
volume purchase orders, it is the application of a procedure that utilizes the 
competitive factors of our free enterprise system to their utmost. It is not 
only grossly unfair but rather alarming that the profits earned from contracts 
or subcontracts secured under real competitive conditions are subjected to 
renegotiation. The purpose of renegotiation was to see that not too much money 
has been taken from the Government under unusual conditions lacking the 
controls normally exerted upon prices by the pressures of competition. There- 
fore, when the pressure of competition is exerted on prices, how can the Congress 
in good conscience continue to subject the profits derived therefrom to renegotia- 
tion? The enactment of the proposed amendments identified as paragraphs 10 
and 11 in the above will minimize the intrusion of renegotiation into those areas 
where the normal economic and competitive forces are free to operate. It will 
restore a balance of fairness between the Government and its suppliers who 
operate in a competitive market. 

The military employ the incentive-type contract under which the profit incen- 
tive is used to exert pressure on cost, and since cost represents the greatest 
portion of price, it reflects the greatest savings to the Government. In other 
words, for every dollar which is saved through efficient operation, the contractor 
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receives 20 cents in additional profit, and the Government saves 80 cents. How- 
ever, this incentive compensation is subject to renegotiation and it has been the 
experience of most major airframe companies that the Renegotiation Board has 
stepped in and confiscated amounts equalling and in some cases exceeding these 
incentive profits. It is hard to believe that the Congress ever intended that 
the renegotiation law be used to take away an incentive profit which generates 
Savings to the Government. Frankly, it just does not make sense for one agency 
of the Government to say “you save in cost and we will give you 20 cents for 
each dollar so saved,” then for another agency to be able to come along some 
3 to 5 years later and say “you did a good job, and saved the Government a lot 
of money, but your share of the savings makes your profits excessive, hence we 
want it refunded.” The proposed amendment which is identified as paragraph 
12 in the above will exempt from renegotiation that part of the contractor’s or 
subcontractor’s profits which are earned through cost savings under incentive 
type contracts. 

The proposed amendment, paragraph 13, would eliminate duplication of effort 
in that the contract is redetermined by the buyer prior to renegotiation. Under 
this type of contract the very basis upon which renegotiation is on the statute 


books does not exist—the dollar terms of the contract are based on factual cost 
data and not estimates. 


PART II 


Renegotiation bids for another 2-year extension of its statutory life 


Now that the Secretary of Defense has brought the question of a renegotiation 
extension into focus, it is up to Congress to decide whether the best interest of the 
national defense and the general welfare of the Nation lies in a continuance or 
a termination of the statute. The Renegotiation Act of 1951 is based on this 
two-part theory. Hence, a study by Congress of both parts of the theory in the 
light of today’s conditions would seem to be the only way the matter can be 
settled with any certainty. This is particularly important when it applies to 
legislation which has such a tremendous impact on the industries which play a 
key role in the safety of our Nation. 

Under the Constitution legislation with respect to taxes must originate in the 
House of Representatives and although renegotiation is not for some reason 
referred to as a tax act, its jurisdiction lies in the tax-writing committee. The 
need for renegotiation has been a highly controversial question but despite this 
the Ways and Means Committee of the House has conducted no open hearings for 
the purpose of studying the need for renegotiation since the original legislation, 
which became the act of 1951, was introduced. In short, the act was extended 
by the Congress for 1 year in 1954, for 2 years in 1955, and for another 2 years 
in 1956, or through December 31, 1958, without the Ways and Means Committee 
taking a hard look at the legislation in relation to changed conditions. Therefore, 
the decision with respect to renegotiation after December 31, 1958, should come 
via a complete committee study and not a broad assertion by the Secretary of 
Defense. 

Here are the conclusions that in our opinion justify a thorough study of renego- 
tiation by the Ways and Means Committee of the House of Representatives. 

1. Renegotiation is an expensive piece of legislation in the aggregate. In 
vach of its annual reports to the Congress, the Renegotiation Board has pains- 
takingly inserted reference to its administrative costs in that part of the report 
which relates to probable net recoveries from its operations. For example, on 
page 11 of its second annual report the Board said: 

“Of the probable net recoveries by the Government of $431 million during the 
period covered by the operations of the Renegotiation Board, about $156 million, 
or 36 percent, is ascribable to fiscal year 1957. The expenses of the Board shown 
in section VIII, below, have been $23.6 million since 1951, and were $314 million 
during fiscal year 1957.” 

The carefully nourished assumption is that the Congress will measure the 
value of renegotiation by a comparison of recoveries against the administrative 
expense of the Renegotiation Board. Basically, the Board are guilty of providing 
a comparison which produces a false conclusion. The administrative cost of 
renegotiation is enormous. The expenses of the Renegotiation Board represent 
only a small percent of such costs. The total expense of industry in meeting 
the requirements of renegotiation must be recognized as part of the administra- 
tive costs of renegotiation because it is added to the price the Government pays 
for the goods purchased. That this cost is more than a matter of passing con- 
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sideration is borne out by the fact that renegotiation compliance cannot be 
dealt with on an annual basis. It requires industry’s attention each working 
day. Thus, the net result is that the administrative cost of renegotiation adds a 
burden to the taxpayer which is greater than the net amount recovered by the 
Board. 

2. It was not intended by Congress that the renegotiation law would deprive 
a contractor or subcontractor of the right to make and retain a fair and reason- 
able profit. However, as anyone who has had the slightest contact with or 
knowledge of today’s long cycle of weapon system production knows, it is 
impossible to determine the reasonableness of a profit on a single fiscal year 
basis. Nevertheless, the Renegotiation Act is based on the profits of a single 
fiscal year. To be sure, the act provides that the Renegotiation Board can agree 
to a longer period, but it hardly ever does. 

The determination of excessive profits on the basis of 1 fiscal year clearly 
violates the generally accepted principle recognized in our tax laws: that 1 year 
is too short a period in the business life of a company to properly reflect its 
actual profitability for the purpose of leveling a tax. 

In order to obtain technical competence and efficiency in developing and pro- 
ducing complicated defense equipment, contractors and subcontractors must build 
an organization of highly skilled personnel, obtain complex manufacturing equip- 
ment and operate on a long-term basis. With the unreasonable fluctuations that 
persist in defense work volume, it is inherent in the nature of such a business 
that there will be years of below average profit results and years with above 
average results. It is important to the welfare of the Nation that defense 
industries be maintained. However, if the Renegotiation Board, which it is 
doing, takes away the above average profits, the incentive to maintain the organ- 
ization as a defense asset in facilities and proven capabilities is confiscated. 

Renegotiation on the basis of 1 fiscal year is a 100 percent confiscatory tax. 
Any doubts about this statement being factual can be dispelled readily by an 
examination of any one, or all, of the determinations made by the Renegotiation 
Board. 

3. The aircraft and electronics industries from the outset faced unique renego- 
tiation problems. Some of these problems stemmed from the basic legislation ; 
however the most important roadblock contributing to the problem is an admin- 
istrative policy wedded to a concept which is void of any method which measured 
the reasonableness of profits by the job done. 

In simple terms, the history of renegotiation from 1951 to date has proved 
without a shadow of a doubt that the statute is an enormous grant of power too 
great to be exercised by a body of five men without specific rules or guidance 
as to its application. 

The truth of the matter is that although the congressional objective of renego- 
tiation was not the raising of revenue, it is necessary that substantial amounts 
of excessive profits be refunded to the Government otherwise the law would not 
have been extended from time to time. Hence the Renegotiation Board has 
employed determinative policies based on its theory of what is best for its own 
interests with little or no regard for standards which reflect the reasonableness 
of a profit in the light of benefits which accrue to the Government. As a result 
the determinative policies which the Renegotiation Board has established for 
itself cannot escape the charge of confiscation of earned profits. To understand 
why the Renegotiation Board find it necessary to employ determinative policies 
which can be branded confiscation it is only necessary to examine (1) the sub- 
stantial progress the military departments have made in contract pricing tech- 
niques and (2) the keen competition for defense business. 

The hard truth is that the administration of the renegotiation law has impeded 
the defense procurement program by confiscating the profit incentive and has 
added a tremendous cost burden to the program. The latter adds to the tax- 
payers’ burden. While this has resulted from administrative policies, both 
Houses of Congress must accept their share of the blame. First, because an 
unnecessary statute has been continued from time to time. Second, because they 
failed to provide positive rules and guidance to prevent the confiscation of 
earned profits. Third, despite repeated warnings they have left the Renegotiation 
Board’s administrative policies run unabated. 

How the Renegotiation Board has created excessive profits out of earned 
profits can best be described by analyzing the treatment that has been accorded 
the aircraft and electronics industries. It has been apparent to students of 
renegotiation for several years that the Renegotiation Board has arbitrarily 
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associated excessive profits with these two industries. Thus the members of 
both industries have a major determinative factor against them before their 
case is subjected to the renegotiation process. 

Increased volume and profits are the one major determinative factor that is 
applied with equal force.to all segments of the aircraft and electronics industries. 
When this factor is present, it appears to reflect all the Renegotiation Board 
needs to know in order to fix the amount to be refunded to the Government. It 
has been the major determinative factor in better than 90 percent of the deter- 
minations made by the Renegotiation Board. In other words, the Renegotiation 
Board are doing no more than measuring the facts and results of a defense 
operation in terms of its percentage increase over the prior year. In this ap- 
proach no consideration appears for such factors as (@) reasonableness of profits 
under incentive contracts, measured by savings to the Government; (b) sales 
made in an active competitive market, means the lowest possible cost to the 
Government; (c) savings to the Government made possible only by volume; and 
(d) sales generated by reliability of products, a low failure rate represents con- 
siderable savings to the Government in replacement costs. 

When the above factors are present it is hard to believe that the Congress 
ever intended that the resulting profits would be interpreted excessive. But the 
Renegotiation Board continued to find such profits excessive by applying a theory 
developed in World War II renegotiation to current economic conditions which 
are directly reversed from those present in the earlier period. In World War 
II, the sheer bulk of military requirements rendered the competitive factor 
inadequate. But today, we have the keenest competition for defense business that 
has ever been known in the history of our country. Unfortunately, the Renego- 
tiation Board are to firmly imbedded in prior theories to recognize this. Hence, 
when contractors and subcontractors have sought to have renegotiable profits 
judged on the merits of the benefits that accrue to the Government they have been 
curtly informed to the effect that lower than average prices and above average 
performance does not necessarily mean that profits are reasonable, and the 
Board must base its decision in this connection on its own judgment as to what 
constitutes a reasonable profit. This simply means that the Renegotiation Board 
arbitrarily decide what the refund will be and a plus rating under each of the 
statutory factors has no bearing whatsoever over the Board’s decision. 

The airframe industry, probably more than any other industry, has had to con- 
front determinative factors in renegotiation shaped largely by intangibles work- 
ing overtime against the possibility of the industry retaining a fair and reason- 
able profit commensurate with the job done. The arbitrary determinations that 
have been leveled at members of this industry have forced them to appeal to the 
Tax Court as fast as the Board issued determinations. Frankly, no committee 
of Congress can properly consider the question of renegotiation without calling 
these companies before it to explain the treatment they have received which 
is not reconcilable to the law. 

4. While renegotiation is not referred to as a taxing device, we have to be real- 
istic and consider it in that light for it is in fact a 100 percent tax on profits 
which a five-member board say are excessive. Furthermore, we must face the 
fact that it is the only tax legislation on the statute books which contains no 
guidelines. Hence there is no certainty at what level profits will be considered 
reasonable. In other words, the contractor or subcontractor is operating com- 
pletely in the dark. Under present renegotiation the status of a renegotiable 
company’s earnings is unknown to its officers, bankers and creditors. With re- 
negotiation lagging 3 to 5 years behind actual operations, it becomes an intoler- 
able situation on which to base plans and operations. 

The military want: (1) the aircraft industry to assume a greater financial 
responsibility in research and production; and (2) the electronic component in- 
dustry to increase its research in the field of component reliability. How can 
these two industries, for example, assume this added responsibility when many 
of them don’t know today what their earnings were in 1954 and 1955 because they 
have not been renegotiated for those years? Under conditions free of repressive 
renegotiation policies they would accept the challenge to privately improve the 
quality of defense development and production. But, under Renegotiation Board 
policy of basing consideration on the facts present in one fiscal year and applying 
increased volume as a prime determinative factor they are practically assured 
that the Board would claim any profit benefits as excessive. To illustrate, let’s 
consider the actual case of an electronic component manufacturer. This parti- 
cular manufacturer spent 18 months in developing and perfecting his product. 
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This of course was a drain on capital. The next 6 months were devoted to 
market testing for product acceptance. The product was a drastic improvement 
in reliability. Hence, demand in the next 12 months made it very profitable. 
The product was sold at one price to all purchasers, however, because of its un- 
usual low failure rate customers used it primarily in military products; as a 
result about 80 percent of sales were renegotiable. The manufacturer had no 
control over whether his product would be used in military or civilian articles. 
As a matter of fact, it was developed primarily to penetrate the civilian market. 
But, when the manufacturer came before renegotiation his profits were deter- 
mined to be $100,000 excesive on the basis of increased volume which the Board 
claimed was generated by military demand. No consideration was given to the 
fact that (1) the product was in a two-year, no-profit development stage which 
calls for capital recovery over a period of years; (2) the manufacturer sold his 
component to customers engaged both in civilian and military production, hence 
he had no control over its end use; (3) the extreme low failure rate of the com- 
ponent caused the demand for its use in military products; and (4) the low 
failure rate of the component generated tremendous savings to the Government 
in replacement costs. After renegotiation the manufacturer’s profit was no 
greater than others of his industry who produced a similar component but with 
a test proven higher failure rate. As a matter of fact, as things now stand, his 
competitors have most of the civilian market; therefore, many of them will be 
relieved of the renegotiation burden because less than 65 percent of their sales 
are for military use; thus, they will be exempt under the standard commercial 
article exemption, while the manufacturer who has interested himself is produc- 
ing a component to the standards desired by the military becomes the target 
of a renegotiation notion that accounting results on a single fiscal year basis 
reflect all that the Board need to know in order to fix the level of & reasonable 
profit. ; 

Accounting is an accurate and honest presentation of financial facts. How- 
ever, the fact that Congress included the statutory factors in the renegotiation 
law is evident that it expected the Renegotiation Board to look through and 
beyond accounting reports to fulfill its designated function. 

5. Contractors and subcontractors all believe that Congress meant what it said 
when it made it mandatory upon the Renegotiation Board to give favorable 
recognition to efficiency and when it required the Board to take certain other 
named factors into consideration. Unfortunately, there are quite a few renegotia- 
tion determination cases that would indicate that the Renegotiation Board are not 
a party to the belief shared by contractors and subcontractors. To be sure, the 
Renegotiation Board speaks in glowing terms about the application of the factors 
being the “guts” of renegotiation. In its annual report to Congress the Board 
said “the determination in every case reflects the judgment of the Board on the 
application of each of the statutory factors enumerated above to the specific facts 
of the case under consideration.” That statement, of course, is founded on the 
statute. However, many determinations point to some basis other than the ap- 
plication of the statutory factors—a basis which appears to assume that the 
statutory factors are supplementary only and to impute to Congress an unex- 
pressed intention that the factors shall be applied subordinate to the administra- 
tive policies. 

Before any decision is reached by the Congress with respect to the question of 
extending renegotiation for another 2 years, it is in the public interest that some 
committee take more than a casual look at the procedures of the Renegotiation 
Board and the manner in which these procedures are applied. For example, how 
can the Board in the light of the statute justify the following: 

(a) On what basis, other than arbitrary, can the Renegotiation Board find a 
contractor’s or subcontractor’s profits excessive after its regional board as a result 
of exhaustive analysis finds the profits not excessive and recommends a clearance? 
There is only one set of factors under which the profits can be weighed—the 
statutory factors—yet determinations by the Renegotiation Board in such cases 
have been as high as $10 million. 

(b) There have also been cases where regional board recommended determina- 
tions of as high as $9 million, which have been reduced by the Renegotiation 
Board to $6 million. What are the factors that prompted this? This as well as 
that outlined in (a) above points to the application of an arbitrary policy not 
based on facts measured under the statutory factors, but on the desires of the 
Board. This is dangerous particularly if the Board is antagonistic toward a 
contractor. 
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(c) The aircraft industry negotiates with experienced buyers, who know all 
the facts, rates of profit and contract terms that are mutually acceptable as a 
basis for performing the required work. Many of these contracts contain incen- 
tive provisions under which, for each dollar saved in production cost, the con- 
tractor is entitled to 20 cents of additional profit; in other words when the con- 
tractor earns 20 cents the Government saves 80 cents, and there are corresponding 
liabilities for increased costs. It has been the experience of many companies in 
the aircraft-missile industry that the Renegotiation Board has claimed that 
amounts equaling and in some cases exceeding these incentives profits were ex- 
cessive. How can this be reconciled with the fact that the statute clearly in- 
dicates that Congress considered “efficiency of the contractor or subcontractor, 
with particular regard to attainment of quantity and quality production, reduc- 
tion of costs, and economy in the use of materials, facilities, and manpower,” the 
most important statutory factor of all. 

(d@) The purpose of the Renegotiation Act of 1951, as expressed on the floor of 
the House during the original consideration of the act, was not to take money 
away from the contractor or subcontractor but rather to see that not too much 
money has been taken from the Government under unusual conditions lacking the 
controls normally exerted upon prices by the pressures of competition. Just 
because a company does more than 65 percent of its business direct or indirect 
with the Government, it is no indication that competitive forces are not working 
for the bnefit of the Government. But that seems to be the theory of the 
Renegotiation Board, and the Congress added confirmation to the theory, from 
the Board’s viewpoint, when it based the standard commercial article exemp- 
tion (Public Law 870, 84th Cong.) on a 35- to 65-percent formula. This theory 
is hard to support factually in the light of current active, even cut-throat, com- 
petition for defense business. To demonstrate that competition is genuine and 
severe one only needs to watch the results of competitive bidding or the stream 
of salesmen in and out of a contractor’s plant. But the Renegotiation Act 
grants the Renegotiation Board such broad authority that its determinations are 
made on a theoretical foundation rather than facts. As a results renegotia- 
tion has dipped into areas where full competition prevails to recover profits. 
Resting upon the original purpose of renegotiation this is the confiscation of 
earned profits and it is hard to believe that such is the intent of Congress. 

(e) An approach to the determination of excessive profits which is probably 
more widely used in respect to the airframe industry, than any other, is the use 
of Government-owned facilities and subcontracting. How can the use of these 
two factors be explained? Each time the military are called on by a committee 
of Congress to explain the elements of profit, they always emphasize that in 
profit negotiation the amount of Government-owned facilities to be used in the 
production is treated as a minus factor in arriving at the profit. There is a 
limit to what a company can afford to pay for the use of facilities; thus if the 
profit is reduced by the military because Government-owned facilities are em- 
ployed, then the mere existence of the facilities in the hands of the contractor 
is no reason for the Renegotiation Board to also shoot at the profits. 

It is a policy of Congress to encourage subcontracting to small business and 
in fostering this policy many prime contractors have been urged by the mili- 
tary to subcontract a larger percentage of production than originally planned. 
But when the contractor comes up for renegotiation, subcontracting is used as 
one of the justifications for the Renegotiation Board’s determination. In this 
respect the Renegotiation Board is working in direct opposition to the Congress. 

(f) The question of accounting practices by the Renegotiation Board has 
come in for increasing attention in the past 2 years. Here, as in other aspects 
of renegotiation, these practices appear to be shaped by the Board’s needs to 
build up an excessive-profit case. If a contractor’s method of accruing sales or 
allocating costs has been accepted by the Renegotiation Board without ques- 
tion for 2 years or longer, it would be only natural for the contractor to con- 
clude that the same standards for future years would apply. But as the Board 
has shifted its focus on to recoveries, it has shifted position in a number of 
cases with respect to the accounting method of the contractor, all aimed to build 
up the profit level. This has been accomplished by (1) arbitrarily reaching for- 
ward and adjusting accruals back to the year under review, and (2) by dis- 
allowing cost allocations to renegotiable business, despite the fact that the Board 
raised no question or objection in prior renegotiations. 
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CCNCLUSION 


It should be the objective of Congress to determine factually whether the 
renegotiation extension sought is justified. Justification with respect to rene- 
gotiation should be measured not by the dollars recovered or the glowing state- 
ments of its administrators; it should be measured by the policies employed 
in obtaining the refunds, reports from the military on the profit-limitation pro- 
visions they employ and an estimate of the savings to the Government generated 
by such limitation provisions, competitive conditions in the market, statements 
of contractors and subcontractors. 


ELECTRONIC INDUSTRIES ASSOCIATION, 
Washington, D. C., July 29, 1958. 
Hon. Wiitpur D. MILs, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D.C. 


DeaR Mr. Mitts: The Electronic Industries Association, representing over 
350 electronic companies, including a large proportion of the Nation’s suppliers 
of military electronic equipment, is gravely concerned over the imminent prospect 
of the extension without amendment of the 1951 Renegotiation Act. We would 
therefore like to avail ourselves of the invitation extended in your press release 
of July 18, 1958, to present our views both on the legislation now before the Ways 
and Means Committee and on the subject of renegotiation in general. 

Our industry is absolutely and irrevocably opposed to unreasonable, excessive, 
and unconscionable profits on Government contracts. As such we are in accord 
with the general objectives of renegotiation and do not oppose its extension at the 
present time. However, the current administration of the 1951 Renegotiation 
Act has tended to discourage cost reduction and efficiency by. putting more 
emphasis on outright elimination of a contractor’s profits than in fostering in- 
centives for contractors to reduce costs and perform their work more efficiently. 
This has had the effect of giving high-cost inefficient producers relatively more 
lenient treatment from the Renegotiation Board than the efficient, low-cost pro- 
ducer—a result certainly contrary to the original intention of Congress in enact- 
ing the Renegotiation Act. 

Recent determinations by the Renegotiation Board exemplify this policy in 
the following respects: 

(a) In incentive-type contracts, in which contractors share as partners 
with the Government in the savings accruing from cost reductions, the 
practice of the Board has been to pare away any profits resulting from such 
eost savings, thus undermining the effectiveness of this form of contract. 

(b) The effectiveness of cost-plus-a-fixed-fee contracts has been jeopard- 
ized by Board determinations which in effect impose another profit cut over 
and above statutory and administrative ceilings on fee. 

(c) Board determinations almost invariably impose heavier profit cuts 
on companies having a large proportion of subcontracts, thus discouraging 
utilization of small business and imposing artificial and unfair profit levels 
on producers of complicated weapons systems. 

(d) The policies of the Board give little or no recognition to the normal 
production cycle of suppliers of complicated weapons systems who count 
on reasonable profits in the production period to make up for nonprofit or 
loss during the early years of development and testing. 

(e) The Board’s excessive emphasis on arithmetical reduction of profits 
reduces the amount of private capital available to a contractor to finance 
operations and facilities on his own, inducing greater reliance on Govern- 
ment financing and facilities. 

When first enacted, the Renegotiation Act was considered to be a temporary 
measure to protect the Government against the consequences of inadequate price 
negotiations stemming from the need for expedited procurements in World War 
II. This temporary legislation has now been in effect for 13 of the last 16 years. 
During this entire period the permanent profit-limitation law known as the 
Vinson Act has been suspended for all but the 3 years from 1945 to 1948. That 
law is more rigid in concept and restricted in application than the Renegotia- 
tion Act. As a consequence, defense suppliers and industrial associations which 
from time to time have been invited to take a position on the extension of re- 
negotiation are periodically placed in the dilemma of whether to endorse the 
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extension of a temporary wartime measure which was never intended for peace- 
time use, and in many cases has been unfairly administered, or to oppose its ex- 
tension at the risk of its automatic supercession by the Vinson Act. 

This situation is highly undesirable and we submit that every effort should be 
made to recast one or both of the present profit-limitation laws into a form 
consistent with present-day conditions. In any extension of the Renegotiation 
Act, we would recommend that the act be amended to incorporate provisions re- 
quiring the Board to take into account additional factors for preserving and 
fostering those incentives to efficiency and economy which the profit motive 
affords under our free-enterprise system. On the other hand, if it is decided 
to let the Renegotiation Act expire, we consider it essential that such provisions 
be incorporated into a modernized Vinson Act. 

We understand that one of the bills before your committee is H. R. 13092, 
introduced by Congressman King of California. It is our understanding that 
this bill provides for two additional statutory factors to be considered by the 
Renegotiation Board in evaluating the extent of a contractor’s justifiable profits. 
These factors are as follows: 

“(6) Recognition of the need for proper financial incentives under a system of 
free enterprise in order to produce the highest degree of efficiency and economy in 
the performance of contracts with the United States. 

“(7) The necessity for fair and equitable treatment to the contractor to assure 
future financial stability in the defense industry.” 

In addition, H. R. 13092 would make all proceedings of the Renegotiation Board 
subject to the Administrative Procedure Act, thus requiring a complete record of 
every proceeding and a mandatory opportunity to the contractor for a hearing. 
At present the Board is subject only to the requirements of section 3 of the Ad- 
ministrative Procedure Act providing for publication of its rules, opinions, orders, 
and public records. Finally, H. R. 13092 would provide for-an absolute right 
in the contractor to appeal from the Board’s findings to the Tax Court. 

Without specifically endorsing the exact provisions of H. R. 13092, which the 
time allowed to us for comment does not permit, we strongly urge that the 
passage of either this bill or other amendatory legislation containing the same 
kind of safeguards for the contractor be considered by the committee as pre- 
requisite to further extension of the Renegotiation Act. Such safeguards may not 
cure all the ambiguities resulting from dual legislation in the profit-limitation 
field but they will at least award statutory recognition to the need for preserving 
United States defense industry as a stable and permanent element of American 
economic life which is entitled to the same opportunities under our free enter- 
prise system as commercial industry. 

In conclusion, we hope that adequate time and study will be given to this im- 
portant problem and that hasty action in extending the Renegotiation Act un- 
changed for another 2 years can be avoided. The economic effects of profit-limita- 
tion legislation on a large segment of American industry, especially during a 
recession period, are too serious to permit the indefinite continuation during 
peacetime of the present makeshift situation. 

The Electronic Industries Association appreciates the opportunity to make its 
views known on this important subject. 

Sincerely yours, 
D. R. Hutt, President. 


NATIONAL MACHINE TooL BUILDERS’ ASSOCIATION, 
Cleveland, Ohio, July 29, 1958. 
Hon, Wiisur LD. MILLs, 
Chairman, the Committee on Ways and Means, 
House of Representatives, Washington, D. C. 


DEAR Mr. CHAIRMAN: The National Machine Tool Builders’ Association wishes 
to go on record as opposed to any further extension of the Renegotiation Act of 
1951, and it asks that this letter be made a part of the record of the hearing on 
renegotiation extension now scheduled for July 29, 1958. 

In brief, there are three basic reeasons why renegotiation should be allowed 
to die on December 13, 1958, when the present act is scheduled to expire: 

First. Whatever the original need for renegotiation, that need has long since 
disappeared. Renegotiation began shortly after Pearl Harbor when there was a 
need for great speed in making war contracts and no experienced procure- 
ment personnel to negotiate them. But today there is nothing like the post-Pearl 
Harbor urgency, and there are a great many skilled procurement officers with 10 
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or more years’ experience in government purchasing. More than that, the armed 
services procurement regulation provides for incentive contracts, price redeter- 
minable contracts, and others which contain all the safeguards which are re- 
quired to prevent excessive profits. Moreover, there is nothing whatever to the 
Defense Department assertion that defense spending necessarily leads to a seller’s 
market in which subcontractors would profit unduly in the absence of renego- 
tiation. As the existence of the 1958 depression demonstrates, defense spending 
is not now large enough in relation to the rest of the economy to create any such 
sellers’ market. 

Second. Renegotiation threatens the national security by promoting inefficiency 
on the part of defense contractors and discouraging efficient contractors from 
engaging in defense production. For example, the Renegotiation Board often in- 
sists on the refund of incentive profits offered to and earned by a contractor 
as a reward for efficiency. With the Renegotiation Board in the background, why 
should a contractor attempt to earn incentive profits through efficient production? 
Similarly, efficient companies can make more on their commercial business than 
they are permitted to retain on their renegotiable business. Under these cir- 
cumstances, why should an efficient machine-tool builder devote his efforts to 
defense contracts when he can earn more in the commercial field? 

Third. Despite the best efforts of an able and conscientious Renegotiation 
Board, renegotiation is an arbitrary process. The Board is empowered to act 
upon such vague standards as the “efficiency” of the contractor, the “reasonable- 
ness” of his costs and profits, and the extent of the “risk” he assumes. But this 
is too much to expect; no Board member no matter how skillful is capable of 
making a meaningful assessment of the relative “efficiency” of the members of 
the machine-tool industry. In the end, all cases resolve themselves into the 
single question whether profits are “reasonable” or “excessive,” and so exces- 
sive profits become simply the profits the Board says are excessive. Whatever 
may be said for this kind of legislation in wartime, it has no place in a peace- 
time or even a partly peacetime economy. Certainly it ought not to become 
a permanent part of the tax or procurement structure, yet with each succes- 
sive extension of the present act, renegotiation is taking on the character of per- 
manent legislation. 

For these reasons, the machine-tool industry hopes that the committee will 
table all bills providing for renegotiation extension. 

Respectfully, 
ALFRED V. BopbINE, President. 


AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS, 
New York, N. Y., July 23, 1958. 
Hon. Wirsvur D. MILLs, 
Chairman, Committee on Ways and Means, 
New House Office Building, Washington, D. C. 


RENEGOTIATION 


DeaR Mr. Mitts: The committee on national defense of the American Insti- 
tute of Certified Public Accountants, which is the national organization of 
certified public accountants, is deeply interested in the subject of renegotiation. 
When extension of the Renegotiation Act was under consideration in late 1955 
and early 1956, our committee addressed a letter to Mr. Stam and representa- 
tives appeared at a hearing which he accorded us. A copy of the letter, dated 
December 7, 1955, excluding comments under a heading “Standard Commercial 
Article Exemption” regarding which improvements were made, is enclosed for 
your information. Most of the comments still apply. 

It seems to us that this is the time to take a broad look at the purpose aad 
significance of renegotiation and, to this end, we offer comments below on these 
two subjects: (1) The underlying assumption of impermanence; and (2) ap- 
propriate periods for determining profits. 


The underlying assumption of impermanence 

You will recall that the report of the Joint Committee on Internal Revenue 
Taxation relating to renegotiation (Doc. No, 126, 1956) contained statements 
such as these: 

“The Congress has in the past, however, considered it an appropriate measure 
in a semimobilization period” (p. 1). 








EXTENSION OF THE RENEGOTIATION ACT 221 


“Evaluation of renegotiation in its operation and results, leads to the con- 
clusion that renegotiation should not become a permanent part of the law” 
(p. 2). 

“It seems clear that this sustained high rate of spending over the next 2 years, 
as compared to any so-called peacetime period, is a compelling factor in favor 
of extension” (Letter from Secretary of the Air Force dated May 2, 1956, 
quoted on p. 13). 

“Under normal conditions contractors and the Government should have defi- 
niteness and finality in their relationship which are not obtainable under re- 
negotiation. For this reason renegotiation should not become permanent” 
(p. 19). 

Much the same thinking appears in the report of your committee accompany- 
ing H. R. 11947 on page 2, i. e.: 

“Your committee considers an extension of the renegotiation law beyond the 
present expiration date of December 31, 1956, to be necessary, because we are 
at present in a period of semimobilization with annual defense-procurement ex- 
penditures running as high as $17 billion (See table 1.) This level of expendi- 
tures will continue for the next 2 fiscal years. The emphasis in the current de- 
fense program on rapid technological improvement in weapons makes pricing 
difficult. For these reasons your committee believes that a temporary extension 
of the renegotiation authority is presently required, although it should not 
become a permanent part of the law.” 

We question the assumption that the underlying conditions which are enumer- 
ated to support short-term extensions of renegotiation are temporary. It seems 
to us unrealistic to assume that the rate of expenditures of the Military Estab- 
lishment, whether or not they decrease somewhat in amount, will not continue 
to be such as to call fourth the present arguments. We question whether the 
complexity of military weapons will become any less in the foreseeable future. 
We question whether the alleged relative incompetence of Government pro- 
curement personnel to arrive at fair contract prices and allow fair profits— 
which is still another reason given for extensions—will be materially improved, 
particularly if renegotiation continues in the background as a crutch for them. 
In short, we question whether the situations said to call for after-the-fact 
looks at a contractor’s results, or overall looks, are unique. 

These “temporary” extensions of renegotiation have inherent disadvantages. 
They avoid facing up to the fundamental question of whether it is the policy and 
philosophy of the Government to place overall limitations on profits of con- 
tractors to the Government, regardless of circumstances surrounding individual 
contracts. This uncertainty as to the Government’s basic philosophy, even more 
than uncertainties in the administration of renegotiation, underlies the unsatis- 
factory relationship between the Government and many of its contractors. An 
assumption of impermanence also makes it difficult, if not impossible, for the 
Renegotiation Board to offer security to high-caliber employees, with resulting 
demoralization. The assumption of impermanence avoids facing the question 
of whether a permanent Government agency, such as the Treasury Depart- 
ment or the Department of Defense, would be better qualified to administer 
renegotiation. 

We are not sponsoring an extension of renegotiation; as a matter of fact, we 
believe that it should be discontinued (see our statement of December 7, 1955). 
What we strongly recommend is a reappraisal of the factors advanced in support 
of the temporary nature of the extensions. It seems to us that a realistic look 
at these factors might well lead to a more orderly and constructive relationship 
between the Government and that portion of private enterprise which consti- 
tutes its arsenal, and further, lead to a determination of whether, in fact, there 
is presently the need for another extension of the Renegotiation Act. 


Appropriate periods for determining profits 


The attached letter deals with the “annual basis of renegotiation.” The 
present act provides for a 2-year carry-forward of losses sustained on renegoti- 
able business. We think that the entire matter of accounting periods should 
be reexamined with reference to the underlying objectives of renegotiation. 

Whenever individual contracts (or even all of the Government business of a 
contractor) extend over a number of years, accounting data for short periods 
tend to be affected by underlying assumptions which are necessarily arbitrary. 
This is the case because some of the costs or income may be jointly applicable 
to two or more of the accounting periods, so that assumptions must be made 
as regards the portion applicable to each of the periods. The best way to 
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minimize these artificialities is to widen the accounting period. Quite aside from 
the technicalities of accounting, many important adjustments are not settled 
with the Government on complex, long-term contracts until 4 or more years after 
the contract is negotiated and production is commenced. Minimizing the diffi- 
culty has been partially accomplished by extending the carry-forward period of 
losses to 2 years. The period might well be longer. 

However, we would question relating the carry-forward provisions solely 
to losses. Thus confining them would be appropriate if the intention were to 
limit reduction of any contractor's overall profit to zero. However, we believe 
that it is the intention of the renegotiation process to allow a reasonable level 
of profit. It is consistent with this philosophy that there be carried forward, 
not only losses, but deficiencies in a reasonable level of profit. The contractor 
who earns 1 percent profit in 1 year and 15 percent in the next, when 12 percent 
is considered a reasonable profit level, averages 64% percent after 3 percent is 
taken from him in the second year. We question whether this is consistent with 
the objectives of renegotiation. 

We recommend that earnest consideration be given to such a concept of pooling 
renegotiation business on a carry-forward basis so as to eliminate temporary 
and artificial factors arising from both accounting and contracting. 

It is the purpose of our committee, and of our institute, to be as construc- 
tively helpful as possible in the area of renegotiation. If elaboration or docu- 
mentation of any of the foregoing points would be of assistance, we shall be glad 
to do so orally or in writing at your request. 

Yours very truly, 

Committe on National Defense: Herman W. Bevis, chairman, Price Water- 
house &.Co.; John M. Anderson, John M. Anderson & Co.; George R. 
Catlett, Arthur Andersen & Co.; Emmett S. Harrington, Haskins & 
Sells; Ralph V. Hunt, Touche, Niven, Bailey & Smart; Robert S. 
MacClure, Peat, Marwick, Mitchell & Co.; H. T. McAnly, Ernst & 
Ernst ; Edwin P. Noell, Lybrand, Ross Bros. & Montgomery; Maurice 
E. Peloubet, Pogson, Peloubet & Co.; Herman E. Ward, Arthur Young 
& Co. 

[Excerpt] 


AMERICAN INSTITUTE OF ACCOUNTANTS, 
New York, N. Y., December 7, 1955. 
Mr. Coutrn F. Stam, 
Chief of Staff, 
Joint Committee on Internal Revenue Tasation, 
House Office Building, Washington, D. C. 

Deak Mr. Stam: The committee on national defense of the American Institute 
of Accountants wishes to express appreciation for your invitation to express its 
views on the matter of renegotiation. The comments which we have to offer 
follow : 

THE DESIRABILITY OF CONTINUING RENEGOTIATION 


Is renegotiation intended to be a protection against excessive prices, or exces- 
sive profits? Under either assumption, is it the best vehicle for the intended 
purpose? 

If a protection against excessive prices, it would appear that renegotiation 
could be justified only if the Government could not maintain procurement per- 
sonnel of sufficient numbers and skill and if these personnel could not have 
available adequate information and contracting techniques to protect the Govern- 
ment against payment of excessive prices. As regards the personnel factor, there 
seems little reason to believe that under present conditions those conducting 
renegotiation would be any more competent, if as much so, in determining reason- 
able prices than the procurement personnel in the Government. 

As regards adequacy of information and procurement techniques, develop- 
ments in this area in recent years would appear to protect the Government in 
the great majority of those situations where formerly little information was 
available for arriving at fair prices in the original negotiations. Actually, 
renegotiation is now criticized as repricing superimposed on other repricing. A 
great deal of military procurement at the prime-contract level, and also in many 
cases at the subcontract level, is covered by redetermination and other clauses. 
Sometimes this redetermination is made upon completion of delivery and in any 
event under normal circumstances it is based upon sufficient data to enable the 
contracting officer to set a fair price. In view of the availability of this con- 
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tracting technique, little justification can be seen for the existence of renegotia- 
tion from the standpoint of repricing. 

If the justification of renegotiation is on the basis that it provides for re- 
capture of excessive profits, then it would appear properly characterized as a 
selective tax applied to selected profits. The incidence of taxation is a matter 
for final determination by Congress, but it is believed manifestly unsound from 
the standpoint of both the theory of taxation and effective administration to 
impose a supertax on profits under the guise of renegotiation. You and your 
committee are well informed as to the technical and administrative difficulties 
involved in such selective taxes as excess-profits determinations involved in sec- 
tion 722 of the 1940 Excess Profits Tax Act; renegotiation as a selective tax 
device involves the additional difficulty of segregation of sales, costs, and profits. 

Because there are better alternatives available to protect the Government, 
it appears to us that there is little justification under present conditions for the 
continuance of renegotiation and that it should be terminated. 


COMMENTS ON SPECIFIC MATTERS IF RENEGOTIATION IS TO BE CONTINUED 
Scope 

Developments in military procurement techniques are now such that it would 
seem advisable, if renegotiation is continued, to change it from an inclusive ap- 
proach to a specific approach. 

The present procedure is to provide that all military contracts and subcon- 
tracts are renegotiable except those exempted by the statute or by action of 
the Board. At the present time the military departments may recommend to 
the Board exemption of contracts, individually or by classes or types, but the 
Board has the final authority with regard to the exemptions. 

Inasmuch as we feel that final procurement responsibility should rest with 
the military departments, it appears to us that these departments should be 
given the authority to impose renegotiation in the event that they feel that con- 
tracting procedures and provisions do not give the Government adequate pro- 
tection against excessive prices. It seems to us that their determination in 
this matter should be final and should not be subject to review by the Board. 
As a less preferable alternative, if renegotiation is to be applied broadly by 
statute, it appears to us that the military departments should be granted the 
authority and responsibility to exempt contracts individually or by classes or 
types when it believes that contracting provisions and procedures are adequate 
to protect the Government against excessive prices. If either of these alterna- 
tives is adopted, however, it would appear appropriate to give the contractor 
the option of consolidating contracts which have been exempted with those sub- 
ject to renegotiation in order that a review of prices on overall Government 
business may be made. This would prevent inequities which might arise if ex- 
emptions made unilaterally were confined to contracts with losses or inadequate 
prices. 


Departments using the renegotiation process 


There appears to be even less argument than in the Department of Defense 
and possibly the Atomic Energy Commission for the need of the renegotiation 
process in other Government agencies. Available contracting techniques and 
contract provisions would more clearly appear sufficient to protect the Govern- 
ment against excessive prices in these other Government departments which 
are less directly concerned with defense activities. 


Vinson and Merchant Marine Acts 


It is suggested that, in reconsidering the Renegotiation Act, the Congress 
permanently repeal the profit-limiting provisions of the Vinson Act and the 
Merchant Marine Act of 1936. These profit-limiting provisions are largely in- 
effective, and are administratively most expensive to business. They no longer 
appear necessary in peacetime, and in times of national emergency other profit 
controls are more effective. 


Application of renegotiation to subcontracts 


If renegotiation is to be continued, its application to subcontracts should be 
limited to such subcontracts as require the approval of the contracting officers. 
In normal procurement practice, a contracting officer can provide that his ap- 
proval is necessary for the letting of subcontracts of a specified amount for 
military components. Renegotiation should extend no further than to the 
subcontracts requiring such approval. 
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Exemption of small contracts 


An exemption should be granted for individual contracts, both subcontracts 
and prime contracts, in the amount of $25,000 or less. The minimum provided 
several years ago by the profit-limiting features of the Vinson Act and the 
Merchant Marine Act was $10,000; with the increase in the price level, an amount 
of $25,000 now seems a more reasonable exemption point. The Board presently 
grants exemption for prime contracts aggregating $1,000 or less when the period 
of performance is 30 days or less (R. R. 1453.3 (b) (5)). This regulation pro- 
vides protection for the Government against breaking down contracts for the 
purpose of qualifying for the exemption, so that procedures for operating under 
an expanded exemption are already available. 


Return on capital 


With respect to the statutory factors, it is suggested that the Congress delete 
that referring to return on capital. This factor is ineffective for many reasons, 
but the Board appears to consider that, regardless of the reasonableness of price 
or of profit in relation to sales volume, it must appraise the return on capital 
of the contractor. No figure is normally available as to the fair market value 
of a contractor’s capital, and the historical value or the tax basis is entirely 
unsuitable. 


Administrative organization 


It is suggested that in authorizing the Renegotiation Board to establish 
regional boards, the statute provide that such regional boards have final au- 
thority. A great deal of waste motion is encountered when contractors conduct 
negotiations with the regional board, and then find that a de novo hearing is 
ordered by the Statutory Board. The Statutory Board can well set standards 
for the regional boards, and can appraise performance by the settlements made. 
It should not be possible for settlements to be reopened by the Statutory Board 
on its own motion. However, contractors should have the right to appeal to the 
Statutory Board from the findings of the regional boards. 

One of the most serious criticisms of the present operation of renegotiation 
is the uncertainty on the part of the contractors as to whether excessive profits 
will be asserted and the length of time during which this uncertainty exists. 
It is understood that, at this date, many important cases involving the year 1951 
are still unsettled. If renegotiation is to be continued, it would appear of the 
utmost importance that appropriate provision be made in the legislation for 
prompt settlement of cases. It would appear not infeasible for all but the most 
complex cases involving a given fiscal year to be settled within a relatively 
short period, such as 9 months, from the time the appropriate data is filed 
by the contractor. Moreover, regardless of the complexity of the case, the Board 
should be required to transmit to the contractor the Board’s determination of 
excessive profits within the 9-month or other similarly short period. To the 
extent that the procedings are protracted, the contractor is left with added un- 
certainty as to the amount of profits earned and to be reported to stockholders, 
the amount of dividends which should be paid, and other items measured by profit 
including profit-sharing and pension fund contributions. 

Yours very truly, 

Committee on National Defense: Herman W. Bevis, Chairman, Price 
Waterhouse & Co.; John M. Anderson, John M. Anderson & Co.; 
Thomas H. Carroll, Peat, Marwick, Mitchell & Co.; George R. 
Catlett, Arthur Andersen & Co.; Edwin P. Noell, Lybrand, Ross 
Bros. & Montgomery; Maurice E. Peloubet, Pogson, Peloubet & 
Co.; Everett J. Shifflett, Haskins & Sells; Fladger F. Tannery, 
Arthur Young & Co.; Kenneth C. Tiffany, Burroughs Corp. ; 
Robert M. Trueblood, Touche, Niven, Bailey & Smart. 


MEMORANDUM 
JULY 30, 1958. 
For: Leo H. Irwin, clerk, 
John M. Martin, assistant clerk. 

Senate Finance Committee ordered reported (and hope to report it today) 
H. R. 10277, the newsprint bill. They added two amendments: 

1. Suspension of duty on myrobalan extract whether used for tanning or drill- 
ing oil. (They are not certain whether this will include H. R. 13225, Mr. Van 
Pelt’s eucalyptus bill, or if their amendment is narrower in scope. ) 
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2. Clarifying the definition of “rayon or other synthetic textile,” Mr. Harri- 
son’s bill, H. R. 12641, with the suggested changes almost identical with those 


made by Treasury. 
V. BRANNOCK. 





MEMORANDUM 
JULY 30, 1958. 
For: Leo H. Irwin, clerk. 
John M. Martin, Jr., assistant clerk. 

Senate Finance today approved the following bills: 

H. R. 8599, providing a more satisfactory method of dealing with sick leave 
payments to public employees who are past retirement age (social security), 
amended as suggested by HEW. 

H. R. 5411, providing that a widow or former wife divorced who loses benefits 
(mother’s) upon remarriage may again become entitled to such benefits if her 
husband dies within 1 year of such remarriage, amendments (1) brought in 
Louisiana policemen and firemen, and (2) the Ives-Javits amendment to permit 
OASI coverage of policemen and firemen who are employees of joint instrumen- 
talities. 

H. R. 7570, providing coverage for certain employees of tax-exempt organiza- 
tions, without amendments. 

H. R. 11346, permitting Massachusetts to divide its State retirement system ; 
amendments (1) the Wiley amendment which would extend the time to Decem- 
ber 31, 1959, and (2) brought in Vermont policemen and firemen. 

V. BRANNOCK. 


{From National Science Foundation, Reviews of Data on Research & Development, 
Washington, D. C., May 1958] 


RESEARCH AND DEVELOPMENT COSTS IN AMERICAN INDUSTRY, 1956—A PRELIMI- 
NARY REPORT 


The research and development effort in American industry amounted in vol- 
ume to $6.5 billion for the year 1956. This total and other data presented 
herein are the preliminary findings from a study recently conducted by the 
Bureau of Labor Statistics, United States Department of Labor, for the Na- 
tional Science Foundation. This is the second comprehensive survey of in- 
dustrial research and development sponsored by the Foundation, the first one 
having covered 1953-54." (See chart 1.) 

The industrial survey for 1956 is one part of an overall effort by the Foun- 
dation to estimate the research and development volume in the economy as a 
whole. The other sector of the economy from which data are available for 
a comparable period is the Federal Government. The returns‘indicate a Federal 
performance level of $1.4 billion for fiscal year 1957. These two main sectors of 
the economy together account for most of the support of the research and de- 
velopment being conducted in the United States. Estimates have been made 
by the National Science Foundation for the other sectors of the economy; i. e., 
colleges and universities and other nonprofit institutions, such as private philan- 
thropic foundations and professional societies. 

The total research and development effort in the country for 1956 has accord- 
ingly been estimated as $9 billion, or 67 percent greater than the 1953 estimate 
of $5.4 billion. 

American industry’s share in the performance of research and development 
in 1956 totaled $6.5 billion, or slightly less than three-fourths of the total per- 
formed in the United States. As indicated below, however, nearly one-half of 
the costs of research and development performed by industry was financed by 
the Federal Government. 


1 Results of the first survey were reported in Science and Engineering in American 
Industry: Final Report on a 1953-54 Survey (Washington, D. C.: U. 8. Government Print- 
ing Office, 1957). 
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SCOPE AND METHOD 


Like the survey of 1953-54, this survey of American industry was based on 
a stratified random sample of manufacturing companies and companies of most 
other nonagricultural industries. However, the 1956 survey included a sample 
of firms with less than 8 employees in a number of industries that constitutes 
a net extension over the coverage of the 1953-54 survey. Companies were classi- 
fied by industry according to the Standard Industrial Classification Manual, pub- 
lished by the United States Bureau of the Budget. 

Data for both the 1953-54 survey and the present survey do not include statis- 
tics for research performed by such industry-oriented organizations as com- 
mercial laboratories and trade associations. Statistics for these groups are now 
being gathered in separate surveys conducted by the Bureau of Labor Statistics. 

The survey-gathered data on research and development costs for the year 
1956, and employment of natural scientists and engineers as of January 1957. 
Only certain preliminary data on costs are available at this time. The survey 
collected additional data on funds, by field of science and character of research 
and development. A final report to be issued later this year will incorporate the 
complete returns. It is expected that some of the data shown herein will be 
modified in the final report. 

Research and development were defined as including “basic and applied re- 
search in the sciences (including medicine) and in engineering, and design and 
development of prototypes and processes.” The definition did not include “quality 
control, routine product testing, market research, sales promotion, sales service, 
research in the social sciences or psychology, or other nontechnological activities 
or technical services.” Thus, the survey pertained only to the natural sciences 
and excluded the social sciences and psychology. 

Costs include salaries of research and development scientists and engineers 
and their supporting personnel, other direct costs, service and supporting costs, 
plus attributable overhead expenses incurred in such items as administration, 
depreciation, and rent. The totals do not include capital expenditures nor 
patent expenses. 
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BILLIONS OF 
DOLLARS 





1953 1956 


Chart 1. Research and development costs in industry, 1953 and 1956 





The comparisons of costs for the years 1953 and 1956 are on a current basis; 
i. e., they do not take into account the change in the purchasing power of the 
dollar. 








228 EXTENSION OF THE RENEGOTIATION ACT 


INCREASE IN INDUSTRIAL RESEARCH AND DEVELOPMENT COSTS, 1953 AND 1956 


Research and development cost data from the two surveys indicate the fol- 
lowing important changes: 

(1) Industrial research and development costs increased 76 percent, from 
$3.7 billion in 1953 to $6.5 billion in 1956. 

(2) Research and development financed and performed by industry increased 
44 percent, from $2.3 billion in 1953 to $3.3 billion in 1956. 

(3) Federal Government financing of industrial research and development 
increased 131 percent, from $1.4 billion in 1953 to $3.1 billion in 1956, or respec- 
tively from 37 to 49 percent of total industrial research and development funds.’ 


TABLE 1.—Research and development costs, by industry, 1953 and 1956 
[Dollar amounts in millions] 




















Industry 1953 1956 Percent in- 
crease 

Total industries !____.__-.._..... | $3, 664. 4 $6, 452. 7 76. 1 
Food and kindred products--_-.....-.-.....--.----.- ceili anes 54.2 75.9 40.0 
Paper and allied ie |. eee 27.9 39. 6 41.9 
Chemicals and SRNR rete «<5 soso 5is. cee 361.1 511.7 41.7 
Petroleum products and extraction ?__....-......-..--....-.--- 145.9 250.3 71.6 
4g ee. 53.6 82.4 53.7 
Stone, clay, and glass products_..............__......-..---_.- 38.0 | : 65.8 73.2 
ey EE | 59.8 87.9 47.0 
Fabricated metal products and ordnance... _-_-...-...-..-.--- 103. 3 175.7 | 70.1 
ee nor EE incwecncnqsstteunscencee 318.9 | 610. 6 91.5 
EE Sy SS. ee | 743.3 1, 173.4 57.9 
NS OS REE SS ee | 758. 0 2, 078. 7 174.2 
Professional and scientific instruments-_-.--.............--.--- 171.7 272.5 58.7 
Telecommunications and broadcasting... __._.............----- 113.0 171.1 51.4 
OEE a... os Lio 3 os os i ene me - 715.7 | 857. 19.8 


| | | 


1 Totals are calculated on the basis of all significant digits and therefore may not correspond exactly with 
those indicated by the rounded figures shown. 

2 oe a few companies with relatively small research programs engaged p.imarily in manufacturing 
coal products. 

3 “All other industries’ include the motor-vehicle industry, for which available data did not permit 
computation of separate estimates, and also textile mill products and apparel, tobacco manufactures, lumber 
and wood products, furniture and fixtures, printing and publishing, leather, transportation equipment other 


than aircraft and motor vehicles, transportation and public utilities, construction, and miscellaneous indus- 
tries. 


RESEARCH AND DEVELOPMENT COSTS, BY INDUSTRY, 1956 


Of the $6.5 billion for industrial research and development costs in 1956, 87 per- 
cent, or $5.6 billion, was accounted for by the 13 industries listed in table 1. 
The remainder, $857 million, for “All other industries,” includes the motor vehicle 
industry for which a separate estimate could not be made at this time. 

One-half of all industrial research and development expenditures was con- 
centrated in the aircraft and parts and the electrical equipment industries. The 
former industry accounted for 32 percent of the total industrial research and de- 
velopment, and the corresponding figure for the electrical equipment industry 
was 18 percent. Following behind these two industries were the machinery (9 
percent) and chemical (8 percent) industries. Petroleum products and extrac- 


2 Data are not directly comparable with estimates compiled on the basis of Federal 
Government agencies reporting of funds for research and development performed by 
industry, primarily because of differences in time periods covered, accounting measures used, 
and definitions. In the BLS industrial survey, research and development includes, 
“* * * design and development of prototypes and processes.’ Conduct of research and 
development is defined in Federal Government reporting as “* * * exclusive of design and 

roduction engineering.’”’ Under this definition, the Foundation has published data which 
ndicate that the Government obligated $1 billion for research and development performed 
by industry in the fiscal year July 1, 1956, to June 30, 1957. In addition to these amounts, 
the Department of Defense estimated that expenditures of $0.8 billion were made from the 
procurement and production appropriations for research and development purposes during 
this period. Furthermore, the Department has estimated that programed funds from the 
latter appropriations for items under development, test, and evaluation totaled the $2.8 
billion in fiscal year 1957. Reporting industries, following the definition used in the 
BLS survey, have undoubtedly included a portion of such funds in their costs of research 
and development performed for the Federal Government. 
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tion * and professional and scientific instruments, each accounted for 4 percent, 
and the remaining separately reported industries in this preliminary report, each 
constituted less than 3 percent. 


COMPARISON OF RESEARCH AND DEVELOPMENT COSTS, BY INDUSTRY, 1953 AND 1956 


The overall 76-percent increase in industrial research and development per- 
formance between 1958 and 1956 has been due in large part to the almost three- 
fold increase in the aircraft and parts industry. This industry increased its 
performance during these years from $758 million to $2.1 billion. The expanded 
missile program has been the primary reason for this exceptional growth. The 
machinery industry also demonstrated a relatively high growth, rising 92 per- 
cent, from $319 million in 1953 to $611 million in 1956. Industries with a growth 
approximating 70 percent include stone, clay, and glass products, petroleum prod- 
ucts and extraction, and fabricated metals and ordnance. Although the electri- 
cal equipment industry had the second largest absolute increase (from $743 mil- 
lion in 1953 to $1,173 million in 1956), the relative increase was less than 60 
percent. Other industries falling between 50 and 60 percent were: rubber prod- 
ucts, professional and scientific instruments, and telecommunications and broad- 
casting. The remaining 4 separately reported industries all had a relative growth 
between 40 and 50 percent. (See table 1 and chart 2.) 


* This classification includes crude petroleum and natural gas and oil, gas field contract 
services, products of petroleum and coal and a few companies with relatively small 
research programs engaged primarily in manufacturing coal products. Field aon 
has been excluded from research and development under the survey definition. owever, 
the concepts and definitions of research and development are presently under review by the 
National Science Foundation and may lead to modification in this and other areas. 
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TABIE 2,—Research and development costs financed by Federal Government, by 
industry, 1953 and 1956 








1953 1956 

paw : ch and noes : ih and 
evelopment evelopment 
Industry costs e costs financed 

Millions of | by Federal | Millions of | by Federal 
dollars Government dollars ee 

as it as t o 
total research sotel Tesvereh 
and develop- and develop- 

ment costs ment costs 
fo i leg RRR A A 1, 357.3. 37.1 3, 184. 4 48.6 
Chemical and allied products -_-.-.............-.- 8.9 2.5 13.3 bat! 2.6 
Petroleum products and extraction ?_____._.__- 8.2 5.6 5.1 2.0 
Primary metal industries___.._...............-- 4.5 7.6 2.6 3.0 
Fabricated metal products and ordnance. --__-- 32.7 31.6 49.1 27.9 
ete un cb nidtbaktinnesimgeanhiek 57.2 17.9 252. 5 41.4 
TEpOCErEGen ENNIO on ceed cn cepsues 404.0 54.4 711.6 60.6 
Pa eo! TI Bre 639.8 84.4 1,812.2 87.2 
Professional and scientific instruments________- 76.8 44.7 98.9 36. 3 
Telecommunications and broadcasting -- . ..--.- 58.9 52.2 74.1 43.3 
All other industries *. ___..........--..2-2.--.-- 66.2 7.4 115.0 10.3 


' Totals are calculated on the basis of all significant digits and therefore may not correspond exactly with 
those indicated by the rounded figures shown. 


; — a few companies with rela relatively small research programs engaged primarily in manufacturing 
co: roducts. 


3 “All other industries’ include the motor vehicle industry, for which available data did not permit com- 
putation of separate estimates, and also textile mill products and apparel, tobacco manufactures, lumber 
and wood products, furniture and fixtures, printing and publishing, leather, transportation a 
other than aircraft and motor vehicles, transportation and public utilities, construction, food an 


Jepre ex! paper and allied products, rubber products, stone, clay, and glass products, and miscellaneous 
ndustries, 


INDUSTRIAL RESEARCH AND DEVELOPMENT PERFORMANCE FOR THE FEDERAL 
GOVERN MENT 


Federally sponsored industrial research, by industry, 1956.—During 1956, $3.1 
billion, or 49 percent, of research and development performed by industry was 
financed by the Federal Government through research and development and 
procurement contracts. (See footnote 2.) This was in contrast to the com- 
parable figure in 1958 when $1.4 billion, or 37 percent, of the total was per- 
formed by industrial firms for the Federal Government. 

The aircraft and parts and electrical equipment industries dominated the 
picture, as they accounted for four-fifths of the total industrial research and 
development performed by private industry under Federal Government contracts. 
Aircraft and parts totaled $1.8 billion, or 58 percent, of the total Government- 
sponsored industrially conducted research and development, while the correspond- 
ing figures for the electrical equipment industry were $712 million and 23 per- 
cent. (See table 2.) 

Almost nine-tenths of the total aircraft and parts research effort was expended 
under Government contracts, as compared to three-fifths for the electrical equip- 
ment industry. In descending order, Federal funds accounted for between 45 
and 25 percent of the industry’s total research and development expenditures 
for the telecommunications and broadcasting, machinery, professional and scien- 
tific instruments, and fabricated metal products and ordnance industries. 

Changes in performance for the Federal Government, 1953 and 1956.—Indus- 
trial research and development performed for the Federal Government rose 131 
percent, from $1.4 billion in 1953 to $8.1 billion in 1956. These figures reflect 
the expanding role of the Federal defense program in new weapons, particularly 
in the following industries: aircraft and parts, electrical equipment, and ma- 
chinery. In the case of the aircraft and parts industry, its share of total in- 
dustrial performance for the Government rose from 47 percent in 1953 to 58 per- 
cent in 1956. On the other hand, the electrical equipment industry fell from 
30 to 23 percent of total industrial Government contract work, despite the ab- 
solute increase from $404 million in 1953 to $712 million in 1956. The machinery 
industry showed a dramatic increase in Federal contract work, rising from $57 
million in 1953 to $253 million in 1956. It is significant that whereas Federal 
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contracts accounted for only 18 percent of total research and development in 
the machinery industry in 1953, they rose to 42 percent in 1956. (See table 2.) 


THE BRISTOL Co., 
Waterbury, Conn., July 24, 1958. 
Hon. ANTONI N. SaDLAK, 
House of Representatives, Washington, D. C. 


Deak Sir: Thank you for your note of July 21 calling attention to the 1-day 
hearings that will be held with respect to extension of the Renegotiation Act. 
In view of the limited time assigned for these hearings and the fact that we 
are only one small corporation we are naturally reluctant to ask for the valued 
time of your committee. 

However, we would like to reiterate the views expressed to you in our letter 
of May 27 which we again set forth herewith: 

As a manufacturer of industrial instruments and aircraft components our 
company has been exposed to renegotiation since its inception at the beginning 
of World War II and every year has been in the position of having to file vol- 
uminous financial data with the Renegotiation Board. 

During a period of preparedness or war it is our feeling that renegotiation 
definitely has its place, particularly when industry cannot manufacture under 
usual competitive conditions and must of necessity convert its facilities to war- 
time production. However, it is definitely our feeling that renegotiation is 
unnecessary in the relatively peaceful era since the close of hostilities in Korea. 
Year after year we file the data mentioned above and invariably we eventually 
receive clearance from the Renegotiation Board without refund. Needless to 
say this is a very expensive procedure both for industry and the Government. 

It has been our experience that most contracts which we have bid on in the 
last several years have been in direct competition with other syppliers and in the 
few instances where there has been no competition contracts have contained a 
price redetermination clause which prevents the earning of an exorbitant profit. 
With these safeguards it would seem that renegotiation has outlived its useful- 
ness in a peacetime economy. May we, therefore, urge that you give considera- 
tion to this viewpoint when considering the extension of this present act. 

Yours very truly, 
BH. G. GABRIELSON, Treasurer. 


Eectrric INDICATOR Co., INC., 
Stamford, Conn., July 29, 1958. 
Hon. ANTONI N. SADLAK 
House of Representatives, Washington, D.C. 


Dear Siz: It is understood that the Ways and Means Committee is considering 
an extension of the Renegotiation Act of 1951. 

Except during a wartime period, we are unalterably opposed to the entire 
concept of the renegotiation process. It is transparently clear that— 

(a) Its socialized outlook is anathema to a free society. 

(b) Its impact falls most heavily on small and growing businesses. 

(c) Its administration has been arbitrary, unreasoning and capricious. 

(d) Its extension cannot be justified, except for reasons of political 
expediency. 

By the same token, if extension is (politically) mandatory, certain amend- 
ments would be highly desirable to reduce present inequities. The proposal to 
exempt contracts and subcontracts the aggregate amounts of which do not 
exceed $10,000 would be helpful to small business. An amendment to remove 
from renegotiation, contracts and subcontracts awarded as the result of bonafide 
competitive bidding, would seem wholly justified. An amendment to eliminate 
from renegotiation, profits derived from incentive-type contracts would seem 
only logical if the Government has any serious interest in encouraging savings. 

Please convey our views to the Ways and Means Committee, with your con- 
currence, if appropriate. 

Very truly yours, 
RICHARD KING. 
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NATIONAL ADVISORY COMMITTEE FOR AERONAUTICS, 
Washington, D. C., July 30, 1958. 
Hon. WILBuR D. MILLs, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 

DEAR Mr. CHAIRMAN: As you may know, the President on July 29, 1958, signed 
the National Aeronautics and Space Act of 1958 (Public Law 85-568). Under 
this act a National Aeronautics and Space Administration will be created no 
later than 90 days after the date of the enactment of the act. The National 
Advisory Committee for Aeronautics is to be the nucleus of the new agency. 

It is expected that the National Aeronautics and Space Administration will be 
engaged extensively in research and development activities in the space field 
involving the procurement of equipment and services. It would appear desirable 
that such procurement should be subject to the provisions of the Renegotiation 
Act to the same extent as it would be if performed by the Department of Defense. 

Currently, application of the Renegotiation Act is limited under section 103 
(a) of the act to contracts of the Department of Defense, the Maritime Adminis- 
tration, the Federal Maritime Board, the General Services Administration, and 
the Atomic Energy Commission. Other agencies may be designated by the Presi- 
dent under that section during national emergency proclaimed by the President or 
declared by the Congress after the date of the Renegotiation Amendment Act of 
1956. In the absence of such a proclamation or declaration of a national emer- 
gency, contracts of the National Aeronautics and Space Administration would 
not be subject to the Renegotiation Act of 1951 unless specifically provided by the 
Congress by an amendment to the act. 

Accordingly, it is recommended that your committee, in considering legislation 
to extend the Renegotiation Act of 1951 beyond December 31, 1958, further con- 
sider an amendment to section 103 (a) of the act to specifically include the Na- 
tional Aeronautics and Space Administration in the list of agencies whose con- 
tracts would be subject to the provisions of that Act. 

The Bureau of the Budget has approved the submission of this request. 

Sincerely yours, 
Hueu L. Dryven, Director. 


GENERAL ELEctTrRIc Co., 
New York, N. Y., July 25, 1958. 
Hon. WILBUR D. MILLs, 
Chairman, House Ways and Means Committee, 
New House Office Building, Washington, D.C. 


DEAR Mr. MILts: A great deal of material has been written and presented 
urging the need for clear profit rules under the Government’s renegotiation 
process. The desirability of preventing windfall or excess profits in Government 
procurement for defense purposes is recognized. The present Renegotiation Act 
is, however, very inadequate in that it does not designate when profits are clearly 
nonexcessive or when profits are possibly excessive and, therefore, should be 
renegotiated. 

We believe there is obviously a need for reexamination of renegotiation legis- 
lation with the aim of defining in clear, unequivocal language a specific formula 
for determining whether earnings are or are not excessive. 

The May 1956 report of the joint committee relating to renegotiation also 
recognized the inadequacy of the act by stating in Part III, Continuation of 
Renegotiation, section (E) Conclusions on Continuation of Renegotiation, page 
19, first paragraph, “Under normal conditions contractors and the Government 
should have definiteness and finality in their relationship which are not obtain- 
able under renegotiation.” 

The inadequacy of the present Renegotiation Act with respect to definitive 
measures of excess profits has led us to consider a means of revising the act to 
provide for such measures. We feel that perhaps the most equitable manner 
in which to accomplish this is to revise the act to include standards of profit 
based upon the procurement methods in use; that is, either procurement by 
negotiation or procurement by formal advertising or competitive quotations. 
Stated briefly, such a revision would work as follows: 

1. The standard of profit for procurement by negotiation would be based upon 
the profit contractually negotiated plus some reward for efficient performance. 

2. The standard of profit for procurement by formal advertising would be based 
upon average nonrenegotiable profits. 
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3. Only those profits which exceed the standards of profit would be subject 
to renegotiation. Stated otherwise, unless a contractor’s profits exceeded the 
a standards, this profit would not be subject to review by the Renegotiation 

oard. 

Attached is a more complete explanation of how such a revision would be 
implemented. 

In connection with the extension of the Renegotiation Act in 1956, three mem- 
bers of the House Ways and Means Committee, Congressmen Richard Simpson, 
Noah Mason, and Thomas Curtis filed minority views. The following state- 
ments were excerpted from section V, House Report No. 2549, 84th Congress, 
2nd session. 

“The first Renegotiation Act was passed to compensate for the inability of 
Government procurement officials, under the stress of the enormous wartime 
expansion in volume of procurement and the complete disruption of normal busi- 
ness, to exercise usual prudence and to obtain fair pricing. When time is not 
of the essence, orderly procurement procedures tend to produce the best and 
cheapest contracts for the Government. Under more stable circumstances and 
in competitive markets, the concern of the Government should be to obtain best 
prices with normal incentives operating to reduce prices. The primary incentive 
toward efficiency, lower costs, and prices tends to reduce incentives, to reward 
the inefficient, and penalize the efficient.” 

“Contractors who work the novel and experimental programs are not those 
who suffer from renegotiation. The use of cost-type contracts, price redetermi- 
nation contracts, and similar pricing techniques effectively limits their profits. 
If incentive type contracts are used, it should not be the function of another 
agency to determine what profits should be retained because of savings to the 
Government when that profit has been negotiated under the contract in good 
faith. Otherwise, the incentive is stolen.” 

We feel strongly that adoption of the proposals outlined in this letter and 
more fully explained in the attachment will restore incentive to renegotiable 
business. We also believe these proposals will provide more certain ground 
rules relating to earnings and profits so that long-range expenditures can be 
made with a degree of assurance as was recommended by the Subcommittee for 
Special Investigations of the Committee on Armed Forces (Hébert committee) in 
the report on aircraft production costs and profits dated July 13, 1956. 

Very truly yours, 
C. W. LAPrerreE, Vice President. 


A PROPOSED REVISION TO THE RENEGOTIATION AcT OF 1951 
PROFITABILITY STANDARDS FOR PROCUREMENT BY NEGOTIATION 


With the exception of those fixed-price contracts which are awarded based on 
competitive quotation, reasonable price comparisons, or other reliable bases, the 
contracts awarded by the Government, prime contractors, or higher tier subcon- 
tractors are generally supported by estimated price breakdowns which show the 
profit ratio which a contractor contemplates earning on a particular contract. 
Based upon the amount of historical cost information available to all parties, 
either a fixed-price contract, cost reimbursement type contract, or price revision 
type contract is subsequently negotiated. In connection with the choice of con- 
tract type, proposed profit ratios are either accepted or negotiated. In any event, 
the profit rate contemplated by the contractor is approved and accepted when 
the contract or subcontract is awarded. 

It is proposed that profit standards which will allow for the recognition and 
rewarding of efficient performance be based upon these approved profit ratios. 
This can be accomplished by revision of the act to state that— 

(1) A profit standard be established for all negotiated contracts equal 
to 125 percent of the sum of the amounts obtained by multiplication of sales 
billed for each negotiated contract by the negotiated profit ratio for that 
contract. 

(2) If the total profit amount does not exceed the profit standard, it 
would be considered nonexcessive and not be subject to review by the 
Renegotiation Board. 

(3) Only those profit amounts in excess of the profit standard would be 
subject to review by the Renegotiation Board to determine whether or not 
such amounts were excessive after consideration of the statutory factors. 
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The following example will illustrate this proposal : 


Negotiated | Sales billed, | Negotiated 








Contract Contract type profit current profit 
rate year amount 

A Fixed price, incentive ___._-- sige icine amactee 110 $500, 000 

B Redeterminable fixed price ...............--.----- 711 300, 000 

C Phay SR I Ia ee ann oe aS at ne ee 312 100, 000 

D | Fixed price with escalation --_- agaeee eel 412 100, 000 

E 1) Combqeatee. io ik kc. cap dpe ates - ake 56 250, 000 

F | Cost-plus-incentive-fee. ...-.....-...--..-.---.-..- 66 100, 000 

NS sk cee cs cientcaneetasanededens dibaldeacterteatees 1, 350, 000 


! Relationship of target profit to target price. 

2 Relationship of profit to redetermined prices. 

3 Relationship of profit to quoted selling price. 

‘ Relationship of prott to quoted selling price. 

5 Relationship of fixed fee to estimated costs plus fee. 

6 Relationship of target fee to target costs plus target fee. 





CALCULATION OF PROFIT STANDARD 


$128,000, the total negotiated profit amount, times 125 percent equals $160,000, 
the profit standard. 


Calculation of renegotiable profits 


Case A: 
SOT UG Cr ee lt ph oon aie eawre naw tuomiseen sa $160, 000 
CCEA ee CEng tees coe naa ee See ae tates 155, 000 
8. Profits subject to renegotiation process______.__-____-------- 0 
Case B: 
pg ee I a el alle i hogy, el aM I ah 160, 000 
2 CCE Ce NE nk eee ponte 170, 000 
3. Profits subject to renegotiation process__....._.__._.._---__--_ 10, 000 


PROFITABILITY STANDARD FOR PROCUREMENT BY FORMAL ADVERTISING OR COM- 
PETITIVE QUOTATIONS 


When it can be determined that full and free competition is assured after the 
solicitation of competitive bids or quotations, contracting officers are instructed 
to enter into fixed price contracts which do not call for revision of price by price 
redetermination. 

It is proposed that the standard of profitability for contracts in this category 
should be based upon average nonrenegotiable profits. This can be accomplished 
by revision of the act to state that— 

1. A profit standard be established for contracts let after consideration of 
competitive bids or quotations equal to the amount obtained by multiply- 
ing sales by the average profit ratio earned on nonrenegotiable business over 
the previous 5 years before consideration of Federal income taxes. 

2. Total profit amounts that do not exceed the profit standard would be 
nonexcessive and not be subject to review by the Renegotiation Board. 

3. Only those profit amounts in excess of the profit standard would be 
subject to review by the Renegotiation Board to determine whether such 
amounts were excessive after consideration of the statutory factors. 

| 











Year | Nonrenego- | Nonrenego- | Ratio to sales 

| tiable sales | tiable profits 

el inet eee + a 

Percent 

NOG a dene tltiien de hiendl ceeevencnnsseeee-e-{ $15,000,000 | $1,950,000 | 13.0 
1956 — ; Se canal 17, 000, 000 2) 380, 000 14.0 
1955 | 14° 000, 000 1, 680, 000 12.0 
1954 jubebensu sls testes ..| 12,000, 000 1, 320, 000 11.0 
Soe bdticidliee <eeanttnenaihil titcianieenien Rtbeeeheianee 11, 000, 000 1, 980, 000 | 18.0 
Total | 69,000,000 | 9, 810, 000 | 13.5 
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CALCULATION OF PROFIT STANDARD 


Two million, one-hundred thousand dollars, the total of renegotiable sales in 
this category times 13.5 percent equals $283,500, the profit standard. 


Calculation of renegotiable profits 


Case A: 
bg ae Reali ES EE EE eit ng a a gS $283, 500 
RE at eg lad aE Ra nae IEA it 230, 000 
8. Profits subject to renegotiation process___...__.__._.__._____-_- 0 
Case B: 
Teen nT nn ne ceneta einen ane 283, 500 
Nee eee ee a cecnpare seein tinted bith Dieaatinteiibvebias asin 320, 000 
3. Profits subject to renegotiation process_.__.._.__._._._._.__-___-- 36, 500 


Although it is believed that very few companies will not be able to establish 
profit standards in the manner proposed, provision should be made for this 
possibility. It is therefore recommended that a contractor be able to establish 
profit standards based upon the average earnings of the industry to which he 
belongs or by direct contact with the Renegotiation Board. It is believed that 
upon being advised of a general description of say contractors business, the 
Renegotiation Board by reference to its statistical records could advise a con- 
tractor of a profit standard. Contractors should be able to obtain such deter- 
minations before they enter into renegotiable production if they so desire. 

We, also believe that this proposal would not appreciably increase the ad- 
ministration burden of any contractor. As a matter of fact many of the details 
are already supplied to the Renegotiation Board. To demonstrate this point 
we refer to sections B, K, L, and N of the attached contractor’s information 
and worksheet for renegotiation which is the instruction for the preparation 
of RB-2 reports. RB-2 reports are requested when the renegotiation process 
is to be carried out. Depending upon the type of contracts upon which a con- 
tractor has performed, data with respect to some or all sections of the RB-2 
instruction must be submitted. 


Boston INSULATED WIRE & CABLE Co., 
Boston, Mass., July 25, 1958. 


Subject: Modification of Renegotiation Act of 1951. 


CHAIRMAN, THE House WAYS AND MEANS COMMITTEE, 
New House Office Biilding, Washington, D. C. 


Dear Smr: This company has been subject to the Renegotiation Act of 1951 
for the years 1952, 1953, 1954, and 1955; and in the case of each year we have 
had to carry out the complete renegotiation process with the New York Rene- 
gotiation Board. 

The writer, as president and chief engineer of this company—classified as 
“small business” with 150 employees—has had the personal experience of prepar- 
ing the reports and conferring with the Renegotiation Board in all conferences 
and all phases of the renegotiation for each of these years. 

This letter, therefore, is being written to you—to be included as part of the 
hearing on July 29—to state the actual experiences through which we have gone, 
and from these experiences offer specific recommendations for modification of 
the Renegotiation Act. 

1. The regulations of the Renegotiation Act should apply to the profits after 
taxes. 

The one great fallacy of the entire renegotiation procedure is that all factors 
pertaining to the operations of the company are dealt with prior to the effect of 
the internal revenue tax laws. These tax laws are the mandatory formulas 
which arbitrarily, without recourse to any higher authority, abstract from the 
operating profits of the company in accordance with formulas enacted. These 
amounts are inevitably returned to the Government without the benefit of, or 
through the operation of the Renegotiation Act. What profits remain after taxes 
is the only true measure of the degree of profitable operation. 

Therefore, if the renegotiation boards would concern themselves with the 
statutory factors and the consideration of the dollars remaining after taxes only, 
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the benefits of protection to the public could be administered more justly and 
more factually. 


ane for example, the statutory factors as defined by section 108 (e) of the 

act: 

. Efficiency of the contractor. 

. Reasonableness of costs and profits. 

. Return on net worth. 

. Extent of risk assumed. 

. Nature and extent of contributions to the defense effort. 

. Character of business and complexity of manufacture. 

Of the above six factors, Nos. 2, 3, 4, and 5 are meaningless when based on 

the percentage of profit before taxes. The Board must consider the actual 

a of profit retained by the company after taxes to evaluate these four 
actors. 

It is inconceivable to present to stockholders the operating profit prior to taxes 
as an indication of the financial operation of the company. The dollars re- 
maining after taxes must be sufficient for the following: 

A. Reserves for expansion. 

B. Reserves for increased inventories and expanding business. 
C. Reserves for further research and development. 

D. Reserves to set aside for contingencies. 

E. Return on investment to stockholders. 

If two agencies of the Government extract funds to the extent that they fail 
to provide for the above, the future of the company is limited. 

2. The renegotiation regulations should enforce consideration by the members 
of the Board of the effect of the internal revenue taxes. 

The fundamental position which the present Board members take is that they 
are not at all concerned with the effect of the internal revenue laws, and dis- 
regard it entirely even in arguments where it should be taken into account. The 
Board takes the position that all corporations are subjected to the same tax 
and, therefore, they do not consider it within their province to weigh the effect 
of the internal revenue laws. 

A specific example of this occurred in the renegotiation of this company for 
the year 1952. In the Board’s determination for the year 1952 they made the 
statement that an allowance of $50,000 would be granted in the renegotiation 
settlement to compensate fully for the development costs in prior years which 
were suffered by this company in the development of a certain class of product. 
It was determined, and agreed upon by the Board, that this product was for 
exclusive utilization for military applications, and they were willing to make 
an adjustment on the basis of losses incurred in its development. 

In our letter of June 14, 1956, a very careful explanation was prepared to show 
the actual dollars and cents of losses in the development of this product before 
and after taxes which this company suffered ; namely, $123,000 before taxes and 
$72,800 after taxes. 

It is further pointed out that the effect of the allowance of $50,000, because 
of the internal revenue taxes of 66 percent for the year 1952, meant a net re- 
fund for these prior years’ losses of only $17,000. 

To our letter they made no written reply, and they took the position that they 
were not at all concerned with the effect of the internal revenue taxes, refusing 
to make any adjustment on this account. They went further in their report 
to state that this reimbursement must be considered as the one and only re- 
fund; and the matter could not be brought up in future years as a basis for fur- 
ther adjustments. 

In subsequent years’ determinations—1953, 1954, and 1955—no further amounts 
were allowed, even before taxes, as a means for reimbursing the company for 
prior research costs involved in developing and producing the product. 

8. There should be a clause in the Renegotiation Act making it mandatory 
to recognize and reimburse contractors for research and development expense 
on military products. 

From the statements appearing above, it is obvious that only after a great 
deal of preparation of prior years’ operations, and reporting of the research and 
development programs of this company at its own expense, was it possible to 
obtain the determination and receive favorable recognition of the Board. How- 
ever, having done so they failed to reimburse the company to any satisfactory 
degree—the very purpose for which this information was furnished 

Every commercial development must carry into the cost of the product the 
original research cost of prior years added to the current development expense. 


> orm © toe 
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This must result in actual “after tax” dollars over a period of years sufficient 
to pay for itself. 

Military equipment must carry its share of such cost if it expects the com- 
— to continue to improve its products and processes for new products in the 
uture. 

In our opinion a continuation of the Renegotiation Act without the three 
modifications expressed above would continue to stifle small business such as 
ours to the point of not being able to contribute to the national defenge. 

Yours very truly, 
JosePH C. Buriey, President. 


P. §.—Enclosed is a brochure describing our company. 


Minxk-Dayrton, INc., 
Dayton, Ohio, June 6, 1958. 
Subject: Renegotiation Act of 1951, House bills H. R. 11749 and 11750. 
Hon. Wirsvur D. Mrs, 
United States House of Representatives, 
Washington, D.C. 


Dear Sim: The subject act expires on December 31, 1958, and, should it be 
extended in its present form, a hardship on small business will result. 

A considerable number of Government purchases this last year or two, have 
been limited to small business, and such action has been beneficial to many 
manufacturers or suppliers falling in that category. 

Yet small business, like ourselves, does not have the resources nor is it possible 
to build up adequate reserves for plant expansion, new equipment, engineering, 
and development of new products or research along new ideas, when the limita- 
tions of the Renegotiation Act of 1951, as amended August 1, 1956, is set at $1 
million. 

The writer is not necessarily advocating the “expiration” of the act on Decem- 
ber 31, 1958, but does feel strongly on an extension of same at the same figure. 
The Government has some several methods to control costs of which competitive 
bidding (under which we fall) is one. Renegotiation and/or price redetermina- 
tion should undoubtedly apply to big business where contracts are placed on 
a negotiated basis. Where competitive bidding is employed, small business 
awarded a contract or contracts, should not be penalized with a $1 million limita- 
tion. 

If small business, paying the same rate of taxes as big business on any earned 
profits, is continued to be subjected to renegotiation on sales over $1 million, 
then incentive to cut costs or improve efficiency is stultified, for earnings to 
build up reserves, etc., would not be possible. 

If the act referred to is to be extended after December 31, 1958, then it should 
be amended to permit small business to have sales of $2 million before re- 
negotiation is applied. 

In all earnestness, I ask for your serious consideration of the problems of 
small business, and if subject act is extended, that it be amended along the lines 
suggested. 

Sincerely, 
E. W. MINK, President. 


NEw York, N. Y:, July 29, 1958. 
Hon. WiiBur D. MILLs, 
Chairman, House Ways and Means Committee, 
House of Representatives, 
Washington, D.C.: 

I have been requested by the members of the brass mill industry represented 
in the Copper and Brass Research Association to inform you of our opposition 
to the extension of the Renegotiaion Act of 1951 for 2 years as provided in H. R. 
11749. Our industry opposes the procedure authorized under the Renegotiation 
Act as inequitable in that it binds the contractor and his subcontractors to fixed 
maximums as determined in their bargaining with the Government, yet leaves the 
Government as the other party to the contract free to bargain for reduction in 
the contract terms long after the contract has been completed. This places an 
undue burden on doing business with the Government, particularly for the 
smaller mills and discourages them in undertaking such business. With normal 
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conditions prevailing under which competition exercises a strong control over 
prices, and in industries like ours where prevailing prices are readily ascertain- 
able from price schedules published by the individual mills, there appears no 
need for such restrictive unilateral practices on the part of Government agencies. 

Where actual fraud develops the Government appears adequately protected 
by laws and regulations outside of the Renegotiation Act. We therefore urge not 
only on behalf of our industry, particularly its smaller members, but also in the 
interest of expediting and extending Government business that H. R. 11749 be 
not enacted. 

T. E. VELTFORT, 
Managing Director, Copper & Brass Research Association, New York, N. Y. 


Datias, Tex., July 24, 1958. 
Hon. WILBuR D. MILLs, 
Chairman, House Ways and Means Committee, 
House of Representatives, Washington, D. C. 


Re extension of Renegotiation Act. Why must industry continue tolerating 
Renegotiation Act with its disadvantage of administrative fiat or accept alterna- 
tive Vinson Trammel which tends to increase, not decrease, military equipment 
costs? Why limit our thinking to alternatives? Suggest 1 year extension present 
Renegotiation Act to December 31, 1959, without any revision, to suffice until 
joint congressional-industry commission can develop whole new approach to 
military procurement policies and legislation to insure reasonable pricing and 
profits. The answers are not in World War II inspired renegotiation and Vinson 
Tramme! legislation. We need military procurement policies and attitudes com- 
patible with rapidly advancing technology of our industries. 

C. J. THOMSEN, 
Vice President, Texas Instruments, Inc. 


Los ANGELES, CALIF., July 23, 1958. 


House WAYS AND MEANS COMMITTEE ON RENEGOTIATION, 
House Office Building, Washington, D. C.: 


Re July 29 hearings on renegotiation extension, may we submit the following 
statement: 

We believe: 

(1) Extensive competition for defense contracts is such as to eliminate any 
possible justification for continuance of renegotiation. 

(2) The Renegotiation Act embraces a basic error of economic principle: it 
restricts incentives to earn profits and hence automatically eliminates incentives 
to reduce costs. 

(3) Many costs have ballooned as the direct result of the reverse incentives 
imposed by the operation of the act. 

(4) Costs of administering the Renegotiation Act, including both Government 
and industry costs (which must ultimately be paid in the cost of end-items 
produced for Government) far exceed theoretical recoveries. 

(5) The continued existence of renegotiation tends further to increase net 
costs to Government by discouraging potential competitors from taking the risks 
of Government contracting. 

(6) Renegotiation is the most serious deterrent to economical subcontracting. 
Because major prime contractors are penalized in the form of lower profit 
allowances when they execute economical subcontracts in lieu of in-plant work. 

(7) Renegotiation places inequitable burdens on small business. Lower over- 
head independent business sells products to Government at the same price as 
large competitors. Where the smaller business, through its efficiency, operates 
at a lower cost, the resulting extra profit must be refunded to Government. 
Thus, the smaller business is forced to sell at a net lower price and is indirectly 
subsidizing the inefficiency of its competitors. 

(8) Inequities exist in the processing of renegotiation with smaller firms. 
The relative burden of paperwork is greater on the smaller firm. Without tech- 
nical experts, the presentation of a renegotiation case is less effective. 
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(9) Adequate restraints and protections against unreasonable defense profits 
exist in (a) presently available procedures of defense contracting, including 
target-type and price-redeterminable contracts, in (b) the readily available com- 
petition which would be instantly attracted to any defense production oppor- 
tunity that appeared to be profitable. 

We recommend : 

(1) That the Renegotiation Act be allowed to terminate at its presently estab- 
lished expiration date. 

(2) That if the act is not terminated, its application be restricted to a very 
limited number of specified contract situations where the absence of competi- 
tion or effective control through contract means can be clearly established. 

(3) That any fixed-price or incentive-type contract which, by its terms, is 
subject to price redetermination, be exempted at the option of the contractor. 

(4) That any contract or subcontract which has been awarded to the low 
bidder among three or more responsive bidders be exempted at the option of 
the contractor. 

Respectfully, 
STRATEGIO INDUSTRIES ASSOCIATION, 
T. C. Coreman, President, Los Angeles, Calif. 


(Whereupon, at 4:25 p. m. the hearing was recessed, to reconvene 
subject to the call of the Chair.) 


Xx 





